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MAX GOLDEN, DEPUTY FOR PROCUREMENT AND PRODUCTION, 
OASAF (MATERIEL) 

MAJ. GEN. T. P. GERRITY, ASSISTANT FOR PRODUCTION PRO- 
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Mr. Manon. Gentlemen, the committee will come to order. 

We have for consideration this morning the procurement policies 
and practices of the Department of Defense. We are pleased to have 
with us the Secretary of Defense, the Honorable Charles E. Wilson, 
together with other representatives of the Department of Defense 
and the three branches of the service. 

We will insert at this point in the record the report of our investi- 
gation of the procurement policies and practices which is the subject 
presently before the committee. Replies of the individual services to 
the points raised in the report will follow at this point in the record 
when they are prepared. 

(The matter referred to follows:) 
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JANUARY 14, 1956. 
Memorandum for the Chairman. 
Re Procurement Policies and Practices, Department of Defense. 


By directives dated April 4 and May 19, 1955, the committee 
instructed that studies be made of (a) the procurement operations of 
the Department of Defense, and (6) the procurement and require- 
ments for spares and spare parts in the Department of Defense. 
Since subject matter of the two directives was closely related, both 
functionally and operationally within the Department of Defense, 
the 2 studies were made by 1 group composed of 3 working teams, 
covering the activities of the Army, Navy, and Air Force, as well as 
the review activities of the Department of Defense. These two in- 
quiries have been completed and the results thereof are incorporated 
in the attached report. 

During the course of the survey, information was developed in- 
dicating a detailed study should be made into (1) Department of the 
Navy, contract price revision negotiations, Pratt & Whitney division, 
United Aircraft Corp.; (2) Department of the Air Force, jet tanker 
program, Boeing Airplane Co. This study has been made and is the 
subject matter of a separate report submitted by a memorandum 
dated January 14, 1956. 

Respectfully submitted. 

CHARLES G. HaAyngEs, 
Director, Surveys and Investigations, 
House Appropriations Committee. 
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A REPORT TO THE COMMITTEE ON APPROPRIATIONS, 
UNITED STATES HOUSE OF REPRESENTATIVES ON 
PROCUREMENT POLICIES AND PRACTICES, DEPART- 
MENT OF DEFENSE 





I. DIRECTIVE 


The Committee on Appropriations directed under dates of April 4, 
1955, and May 19, 1955, respectively, that studies be made of (a) the 
procurement operations of the Department of Defense and (6) the pro- 
curement and requirements for spares and spare parts in the Depart- 
ment of Defense. Since the subject matter of the two directives was 
closely related, both functionally and operationally within the Depart- 
ment of Defense, it was determined by the staff to conduct its studies 
and investigations with one survey group, composed of three working 
teams, covering the activities of the Army, Navy, and Air Force, as 
well as the review activities of the Department of Defense. 


II. SCOPE OF STUDY 


Pursuant to the directives, members of the staff conducted inter- 
views with the Assistant Secretary, Supply and Logistics, Department 
of Defense; Assistant Secretary of the Army, Logistics; Assistant 
Secretary of the Navy, Material; and Assistant Secretary of the Air 
Force, Materiel. Inquiries were conducted at the Office of the Deputy 
Chief of Staff for Logistics, Department of the Army, Wasbington, 
D. C.; Office of Naval Material, Department of the Navy, Washing- 
ton, D. C.; and the Air Materiel Command, Department of the 
Air Force, Daytoa, Ohio. Interviews were held and surveys con- 
ducted within various field establishments and operating groups re- 
sponsible to the foregoing officials. A representative cross section of 
industry, including airframe, engine, electronic, motor vehicle, para- 
chute, and ordnance manufacturers throughout continental United 
States were contacted and questioned about the procurement pro- 
cedures and practices of the Department of Defense. 

Specifically, during this study emphasis was placed upon a critical 
examination of the problems existing in present procurement and audit 
‘ practices in major dollar procurements. Obviously, a field as vast 
‘ as military procurement cannot be thoroughly examined during the 
| time available to the staff. No attempt was made to inquire into the 





award of contracts to small business, the placement of contracts in 
distressed labor areas, the present application of the Buy American 
Act, or the present activities of the three services in connection with 
offshore procurement. No attempt was made to determine the need, 
or lack thereof, of the numerous design changes which exert a tre- 
mendous influence on the cost of aircraft, guided missiles, electronic, 
and ordnance equipment. The procurement procedures in the re- 
search and development area were examined in a broad pattern but 
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no attempt was made to evaluate the engineering efficiency of the 
services in their calculated judgments of converting research and 
development contracts into production contracts before a completed 
prototype had been thoroughly tested and proven. 

No attempt is made in this report to elaborate on the accomplish- 
ments of the three military services in improving their procurement 
methods and techniques. While such progress has been substantial 
in the past 3 years, no useful purpose would be served by documenting 
those results in this report. The specific objective of this report is 
to point out those areas which warrant increased attention to improve 
the effectiveness of the buying program for major dollar procurements | 


III. SUMMARY OF FINDINGS 


1. Availability of information on written procurement procedures 
is overwhelming, but specific data on individual major procurements 
from origin of procurement directive or authorization to completed 
delivery is most difficult to obtain. Legislative liaison personnel in 
the Army and Air Force hampered continuously staff examinations 
of specific contracts and related files. 

2. The Armed Services Procurement Act, Public Law 413, 80th 
Congress, implemented by the Armed Services Procurement Regu- 
lations and the procurement manuals of the Army, Navy, and Air 
Force describe formal advertising as the most desirable and effective 
method of contracting. However, in all three services the greatest 
portion of high dollar procurements are accomplished through negoti- 
ation under incentive or price-revision type contracts. 

3. The Armed Services Procurement Regulations (ASPR) have been 
in development since 1948 with 16 major sections completed to date. 
Serious deficiencies exist with respect to policy guidance in the basic 
cost principles applicable to price redeterminable contracts. Policy 
guidance is lacking in subcontracting. No definitive direction is 
available for handling income from royalties and license fees. 

4. The staff concentrated its contract review efforts in the area of 
cost-plus-fixed fee, fixed price incentive, and fixed price redetermina- 
tion types of contracts. In this connection the staff reviewed airframe 
and engine contracts in the Air Force and Navy Departments, and 
performed a general review of the contracting activities of Ordnance 
and Signal Corps of the Department of the Army. 

5. Frequent delays in establishing firm target prices on incentive 
and price redeterminable type contracts have seriously impaired the 
Government’s negotiating position and have, in effect, defeated the 
purpose for which these types of contracts were designed. The label- 
ing of incentive type contracts as fixed price contracts, whereas in fact 
they provide for reimbursement of cost incurred plus a profit (with 
an overall ceiling), is admittedly poor practice. ‘These contracts are 
flexible contracts and should be called such. 

6. Unconscionable delays have taken place in formalizing letter 
contracts into definitive contracts, diluting the Government’s oppor- 
tunity to obtain fair and reasonable prices because the contractor 
realizes the Government can little afford to cancel work in process 
with the attendant production delays and added costs. The great 
abuses in this area concern the so-called calculated risks taken by the 
Government starting into production on untried and unproven 
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equipment, and the position of the military services that the “state 
of the art’’ does not lend itself to definitive specifications at the begin- 
ning of certain secret and complex production contracts. 

7. Lengthy delays were noted by the staff in processing and approv- 
ing engineering changes. Such delays result usually in increased cost 
to the contractor and, in turn, to the Government. 

8. Delayed deliveries are commonplace. Unrealistic delivery 
schedules are accepted from contractors for complex military equip- 
ment, followed by continuous amendment of these contract schedules 
to extend delivery dates often as much as 2, 3, or 4 years beyond the 
original contract date. Two things are basically wrong with such 
procedure; the original planning and requirements determinations are 
usually inaccurate and production funds are diverted into research 
and development activities and often obligated just prior to the close 
of the fiscal year. 

9. Cooperation between auditors and procurement personnel, which 
exists at a minimum in some areas, should be required by higher 
authorities. ‘Training programs for procurement and audit personnel 
should be continued and extended to the lower grades. Uniform audit 
procedures for incentive and price revision contracts are lacking and 
should be prepared without further delay. 

10. Weaknesses in requirement computations, inaccurate inven- 
tories, inadequate stock records, excessive paperwork and lack of 
price control have hindered efficient and economical procurement of 
spare parts. Even though massive detailed effort goes into computa- 
tions, the formulas are incomplete, requiring adjustments based on 
“class knowledge.’’ Glaring errors noted by the staff in records of 
assets on hand and on order show that data used in formulas are 
inaccurate. Action in declaring parts excess to needs while procuring 
identical parts reflects chaotic conditions of records at Central Air 
Materiel Area, Chateauroux, France. Due to inadequate stock 
control, 5,503 Navy radios valued at $11,006,000 cannot be located 
and as a result 2,000 additional sets are on order. 

11. The high rate of turnover of procurement and contract admin- 
istration personnel, both military and civilian, has seriously affected 
the efficiency of the procurement and contract administration func- 
tions. Training of personnel in these operations, where it has existed, 
has been haphazard. The Government’s position in negotiation, 
controlling production costs and maintaining contract deliveries is 
seriously weakened by lack of personnel continuity in these functions. 

12. Special attention is invited to the body of this report, par- 
ticularly section VII and the supplemental report of even date con- 
taining case studies on Pratt & Whitney and Boeing Airplane Co. 
which describe in specific detail flagrant deficiencies in the procure- 
ment and contract operations of the Army, Navy, and Air Force. 


IV. AVAILABILITY OF INFORMATION 


Before discussing in detail the operational activities of the military 
departments in the procurement area, the staff feels it most important 
that the committee be apprised of the general activities of the indi- 
vidual legislative liaison offices of the services. 

There is no pattern of uniformity among the services and within 
the Department of Defense in this activity. Despite top level 
assurances to the staff of complete cooperation in its surveys and 








investigations, the operational activities of the staff were continuously 
hampered with delays, frustrations, and broken promises occasioned 
by the activities of the legislative liaison personnel. 

The Department of the Army insisted on having its legislative 
liaison representatives accompany the staff on all field visits. These 
representatives performed no useful functions for the staff. More 
often they were a hindrance by interjecting protocol and_ briefing 
meetings for the staff that served little or no practical purpose. This 
legislative liaison personnel did nothing except sit around Army field 
offices, simply putting in time with no apparent official duties. In 
field meetings which they did attend there was a noticeable reluctance 
on the part of Army field personnel to speak out forthrightedly for 
fear of having their opinions and views reported to Washington. At 
the insistence of legislative liaison representatives most informal field 
discussions were recorded by stenographers, dictaphone machines, or 
tape recorders. Obviously such action placed a damper on these 
meetings, since the Army participants knew what they said was not 
only recorded but also sent to Washington for further scrutiny. 
Despite protests on the part of the staff that the detail of such repre- 
sentatives from legislative liaison was unnecessary and wasteful of 
personnel and manpower, this activity continued throughout the field 
operational survey work of the staff at Army field installations. 

Along with the foregoing, serious difficulties were experienced by the 
staff in the area of correspondence, summaries of inspector general 
reports, and audit files. Implications of privileged information were 
alleged by representatives of the General Counsel’s Office, Department 
of the Army. The staff’s protests and objections resulted in the issu- 
ance of a directive by the Secretary of the Army on August 12, 1955, 
in an attempt to clarify the existing situation. Actually the harass- 
ment of the staff in this area began June 30, 1955. On that date the 
staff was advised verbally by Maj. A. E. Abbott of Department 
Logistics that all requests for material (i. e., documents, reports, and 
correspondence) from the Department of the Army would henceforth 
have to be made in writing. Official protests were lodged with the 
Department of the Army and the Department of Defense—but to no 
avail. Numerous meetings were held with legal and legislative liaison 
representatives in an attempt to resolve this matter equitably and 
amicably. The legal and legislative liaison representatives were 
adamant in their position that nothing could be released to the staff 
without prior screening by Department of the Army representa- 
tives—and then by formal request in writing from the staff. Even 
with the policy pronouncement of August 12, 1955, conditions did not 
improve. The staff was seriously delayed in its surveys and investi- 
gations because the various documents and reports requested in writ- 
ing were not delivered for weeks and even months after the staff’s 
official written request. 

With a directive as specific and clear cut to survey and investigate 
procurement areas in the Military Establishment as the committee 
gave to the staff, it is not apparent why this atmosphere of suspicion, 
delay and harassment was created in the Department of the Army— 
unless it was done deliberately to embarrass and delay the work of the 
staff. This appeared to be particularly true in the entire Army audit 
area. 

The most flagrant example of procrastination and delay to the staff 
survey activities occurred in the Department of the Army in the 
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examination of a supply contract involving an expenditure of approxi- 
mately $500 million for tanks with General Motors Corp., Fisher Body 
Division. A member of the staff requested informally during the 
last week in June 1955, a copy of the settlement evaluation report 
on this contract. After repeated followups produced no results, 
formal demands were made on the Secretary of the Army on October 
3, 1955, and November 2, 1955. Representatives of Department 
Logistics assured the staff after receipt of the foregoing written 
request dated November 2, 1955, that the material would be forth- 
coming in 2 weeks. 

The material was formally delivered to the staff at 4:30 p. m., 
December 28, 1955, by two civilian staff members of the Office of the 
Secretary. At 4:55 p. m. this same day, a representative from 
legislative liaison, Department of the Army, arrived at the staff 
office with a formal communication confirming the delivery of the 
foregoing document and thanking the staff profusely for its patience 
in the matter. 

The Department of the Air Force hewed strictly to the line of its 
internal regulation 11—7A, which provides in part as follows: 

(3) Documents, files, or records: 

(a) Whenever congressional committees make a request to examine documents, 
files, or records, those records that are directly pertinent to the specific subject of 
investigation may be made available in the room or facility provided for the 
committee’s convenience as set forth in (2) above. An officer will be present or 
available at all times to render any necessary assistance in connection with such 
examination or review. 

(b) Requests by the committee to remove and retain any document, file, or 
record from the room or facility provided for the committee may be granted by 
responsible Air Force personnel for short, temporary retention. Whenever such 
authority is granted, the responsible Air Force representative will obtain from the 
committee adequate and appropriate receipts and will take such steps as are 
necessary to insure the identification and integrity of such records. Whenever 
any Classified matter is released to the committee, the commander concerned will, 
in each instance, advise or cause the committee to be advised regarding security 
measures which must be employed to safeguard the information. Commanders 
will be as specific as possible regarding the details of information which require 
security protection. 

(c) Requests by the committee to remove and retain files, documents, or records, 
or copies thereof, either permanently or for a long period of time, should be in 
writing and referred to the Director of Legislation and Liaison as expeditiously as 
possible. The committee should be advised that action to process such requests 
will be taken promptly and that the requested records will be made available 
by the Director of Legislation and Liaison to the committee’s chairman.” 

An area that the staff attempted to survey in the Air Force, con- 
cerning internal controls and reviews and procurement policies and 
procedures, was complicated by a direct refusal of the Office of the 
Secretary of the Air Force to make special audit reports available to 
the staff. The Auditor General has a procurement survey group 
located at Wright-Patterson Air Force Base, Ohio, which conducts 
reviews and surveys of procurement activities and contracting. The 
reports that had been issued by this survey group were denied to the 
staff as being privileged documents. 

Files were reluctantly made available at Headquarters, USAF. 
Serious delays were experienced at Headquarters, USAF, in locating 
complete files on the J57 engine program and the Boeing KC 135 jet 
tanker program. 

The major source of delay to the staff’s activities in the Depart- 
ment of the Air Force was in attempting to obtain copies of documents 
already identified and located. All documents were required to be 
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forwarded to Headquarters, USAF, within 3 days after request by 
our staff for clearance with the legislative liaison representatives, 
Department of the Air Force. It then took from 1 week to 3 months 
to have the documents “coordinated and cleared” and carried down 
the hall to our staff. The delay occasioned by this clearance was 
unconscionable—resulting in very serious handicaps to the operations 
of the staff. Actually it prevented a more comprehensive and thor- 
ough evaluation of the Air Force’s procurement and audit operations 
because the delay in receipt of documents stopped interviews and 
operational followups at certain policy levels. Continual verbal 
assurances that these conditions would be corrected were given to 
the staff upon its protests of these delays, but no effective action 
occurred to increase the speed of document delivery to the staff. 

The Department of the Navy was the most forthright of the 
services in its release of procurement and audit files to the staff. 
Working space, together with files were readily made available to 
the staff. In certain interviews with operating personnel, the De- 
partment of the Navy insisted that legal counsel be in attendance 
during the interviews. Other than these encumbrances and hindrances 
to individual interviews, the Department of the Navy provided all 
documents and records promptly and efficiently. 

The staff proceeded with its surveys and investigations on the 
premise that the committee required, through its directives, specific 
information on how funds appropriated to military agencies were 
spent and whether the officials who spent the money did it efficiently, 
honestly, and according to the intent of Congress and whether per- 
sonnel at the operational level were familiar with and following 
established procedures. The staff predicated its usefulness to the 
committee on its ability to make a complete and thorough examination 
of executive and operational conduct in the procurement and audit 
areas. The legislative liaison representatives of the Army and Air 
Force attempted continuously to compromise the position and 
effectiveness of the staff in this regard. 


V. PROCUREMENT PROCESSES AND PROCEDURES 
A. GENERAL 


There are many legislative acts that have a direct bearing on 
Department of Defense procurement. The Armed Services Procure- 
ment Act of 1947 (Public Law 413, 80th Cong.) is the basic charter 
for all military procurement. Many other acts affect procurement 
procedures, such as the Vinson-Trammell Act, Renegotiation Act, 
Walsh-Healey Act, Buy American Act, Small Business Act, ete. The 
staff concentrated its survey in examining the procurement procedures 
with respect to the Armed Services Procurement Act of 1947. 

Contracting by means of formal advertising is expressed in the 
Armed Services Procurement Act as the desired method of accom- 
plishing contract actions, but a review of the entire procurement area 
of DOD reveals that the largest number of high dollar contracts 
result from negotiation. The authority used for negotiating is 
section 2 (c) (1) of the Armed Services Procurement Act. The 
philosophy of negotiating as opposed to advertising appears to be in 
direct conflict with the intent and purpose of the Armed Services 
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Procurement Act. This legal foundation for military buying leaves 
no doubt as to the intent and purpose of the Congress. Contracting 
by advertising is the cornerstone of the act. Definite and specific 
criteria are established as to when, where, and how negotiating may 
be permitted. The Congress further emphasized its intent and pur- 
pose by imposing specific administrative burdens on the contracting 
agency to justify negotiated contracts, maintain records on them, 
and forward to the Congress certain reports about them. 

Repeated emphasis was made to the investigating staff at all levels of 
military procurement and contract activity that advertising is the 
preferable method of buying only when standard commercial type item 
or items with specific clear-cut specifications are being procured. The 
staff noted an increasing tendency throughout the military department 
to let the nature of the item determine whether adve ‘rtising or negotia- 
tion is appropriate. The military feels very strongly about this 
matter. Negotiation is generally regarded by the military depart- 
ments as a more flexible and efficient tool of purchasing, rather than 
advertising, especially in contracting for aircraft, ships, tanks, elec- 
tronics, missiles, and. other proprietary military items. In contracts 
involving special pricing provisions for long ‘production lead time, 
practic -ally no consideration is ever given to “advertising. It is axio- 
matic in present-day procurements by military departments that, in 
such contracts, purchasing shall be by negotiation under section 2 (¢) 
(1). 
The staff discovered an interesting example of the foregoing philos- 
ophy at Middletown Air Materiel Area, Middletown, Pa. ‘Three 
contracts for personnel back-type parachute assemblies were awarded 
on April 1, 1954, to the Switlik Parachute Co., Trenton, N. J., Pioneer 
Parachute Co., Manchester, Conn., and Irving Chute Co., Lexington, 
Ky. The background on this procurement began in April 1953 at 
the Air Materiel Command, Dayton, Ohio, where the Director of 
Procurement and Production recommended to USAF, Washington, 
D. C., that the invitation to bid procedure for parac chute purchases be 
abandoned in favor of negotiation with selected manufacturers. 

Prior to this time, the policy statement for procurement of para- 
chutes covered the following pertinent points: 

Parachutes and related parts will be procured only from qualified sources. 

Conditions for qualification: 

(a) The company shall be currently engaged in the design, development, test, 
manufacture, and marketing of parachutes and related items under its own trade 
hame. 

(6) The company shall submit qualification test samples of each item on which 
he seeks approval to the qualifying agency and receive a corresponding certificate 
of eligibility to bid on such item only if the tests indicate full conformance to 
applicable specification requirements. 

The Air Force listed 14 producers as qualified under the above 
policy. 

After review of the above recommendations at AMC and USAF, the 
foregoing policy pronouncement was amended and criteria for the 
selection of manufacturers under the foregoing broad policy were 
modified under the following ground rules: 

Selection of manufacturers: 

(a) Minimum number of manufacturers required to meet mobilization require- 
ments based on prescribed criteria. 


(b) Criteria for selection of manufacturers: 
Trained personnel nucleus. 
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2. Facilities adaptable to all types of parachute manufacture. 

3. Availability of engineering staff to further advance art of parachute design 
and manufacture. 

4. Sufficient facilities to provide take off in event of mobilization. 

5. Desire of manufacturer to remain in parachute production. 

6. Financial status. 

7. Production efficiency. 

8. Cooperation with Government. 

(c) Manufacturers recommended for selection: 

1. Pioneer. 

2. Switlik. 

3. Irving. 

Under date of February 16, 1954, Mr. Roger Lewis, Assistant 
Secretary of the Air Force, approved the procurement of parachutes 
for fiscal year 1954, in the amount of $4,533,000 from Irving Air 
Chute Co., Pioneer Parachute Co., and Switlik Parachute Co. In his 
memorandum of approval of this purchase it was specifically stated 
that the foregoing firms satisfied the criteria governing the selection 
of sources for the parachute program, and were the minimum number 
required to meet mobilization requirements based on_ prescribed 
criteria. 

It is pertinent to point out, at this point, that in the chronological 
summary of events regarding the procurement of parachutes, upon 
which the foregoing policy approval was obtained, it is specifically 
stated under paragraph 5 of the chronology that— 

The Air Force has no requirements for parachutes in fiscal year 1954. This 
comes about because we have in stock a total of approximately 112,000 back-style 
chutes which are estimated to cover our requirements for about 7 years * * *. 
It should be mentioned that WADC will, in the near future, come out with new 
specifications incorporating new designs, improvements and developments. 


In the instructions given by the Director, Procurement and Produc- 
tion Engineering, USAF, to the Commander, AMC, Wright-Patterson 
Air Force Base, under date of February 16, 1954, to proceed with this 
directed procurement, the following specific instructions were noted 
by the staff: 


A 





+ Because of the sensitive nature of the procurement involved in the approved 
‘an course of action, it is desired to iterate the considerations expressed in the former 
BF attached memorandum. Careful application of those considerations will do 
oe much to materially lessen, if not entirely eliminate, criticism of our action. 


Under this directive, 8,113 parachutes were awarded to Switlik, 


\ 5,953 to Pioneer, and 6,912 to Irving, at prices of $192.51, $197.75, i 
eri and $194.30 each, respectively. On September 28, 1954, all three ! 
eS contracts were amended to permit the use of Government-furnished ! 
Ss property in the manufacture of these parachutes. This Govern- / 
Re ment-furnished property consisted of quick-change releases and canopy : 
ce releases, which had been purchased from the Illinois Lock Co., 800 
a South Ada Street, Chicago 7, Ill., and which equipments were already 
me} in stock at the Middletown air materiel area on the date that nego- 


tiations were concluded, i. e., on April 1, 1954. 
The delivery schedules in the three contracts required completion 

es of parachutes from Switlik by March 1955, and from Pioneer and 

ea Irving by February 1955. On May 14, 1955, all three contracts 

h were amended and the delivery schedules changed under terms and 

A conditions of the contracts to provide for delivery by Switlik by June 
1956, by Pioneer in November 1955, and by Irving in April 1956. j 
The justification accompanying these respective changes in each con- 
tract is set forth as follows: 
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WHEREAS subject contract was placed with the contractor in order to main- 
tain the industrial base, i. e., to provide the contractor with sufficient business 
so that the Government might retain a valued source of supplies; and 

Whereas the contractor has currently obtained additional business from other 
sourees and it has been determined that the present delivery schedule is un- 
realistic; and 

Whereas it has been determined to be in the best interest of the Government 
to extend said delivery schedule. 

In addition to all of the foregoing capricious action showing speci- 
fically how unrealistic mobilization reserve procurement is taking 
place in the Air Force for such items as parachutes, the Switlik con- 
tract was further modified under date of February 10, 1955, to author- 
ize this contractor to fabricate 2,000 parachutes, utilizing Chemstrand 
nylon yarn for 1,000, and Dupont nylon yarn for the second 1,000. 
Under this modification, the contractor was directed to furnish 50 
parachutes to the Wright Aeronautical Development Center, Dayton, 
Ohio, for storage and destructive tests. This would appear to be a 
very flagrant example of using production funds for research and 
development purposes. 

As a matter of interest to the committee, investigation by the staff 
revealed that the Navy Department is buying its parachutes on a 
competitive-bid basis. 

Staff representatives in interviewing officials of Switlik Parachute 
Co. at Trenton, N. J., were told that this entire transaction resulted 
from admitted political pressure on the part of Switlik officials and 
actually contributed nothing to the mobilization base planning of the 
Air Force. The contract files made available to this staff by the Air 
Force did not record any proof of such alleged pressure. 

Completely aside from the unrealistic planning involved in the 
foregoing transactions, the record reveals that the Air Force has a 
qualified products list of 14 producers of parachutes. Obviously in 
such an area of small manufacturers there is considerable expense 
involved in developing and producing a parachute acceptable to the 
Air Forces under its qualified products procedure. There is the further 
consideration that the personnel and facilities required by WADC 
to test and maintain such a list involved considerable expense to the 
Air Forces. This is hardly compatible with making directed procure- 
ments to only 3 out of 14 qualified producers without competitive 
bidding. 

It was stated on many occasions, in briefings, interviews, and even 
in buyer’s handbooks, that in negotiated purchasing fair and reason- 
able prices are insured to the military departments by skillful nego- 
tiation, sound cost analysis and repricing techniques. These high- 
sounding words and terms do not bear out the record of actual practice. 
Skillful negotiation is often subordinated by directed procurements; 
sound cost analysis is for the most part mythical, as evidenced by 
the military department’s own audit group reports, as well as the 
Comptroller General’s reviews and reports; and repricing techniques 
are often left to the arbitrary procedures of price redetermination 
after completion of the contracts or subsequent renegotiation of 
overall Defense business by the Renogotiation Board. 

In February 1948, the President of the United States directed the 
Secretary of Defense to establish detailed standards and definitions to 
guide all personnel who have authority to place contracts. The 
President stated that this was necessary to avoid differences in 
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interpretations of policies which might result in imprudent contracts 
and give rise to doubts about the wisdom of the Armed Services 
Procurement Act. 

Accordingly, the Armed Services Procurement Regulations (here, 
inafter referred to as ASPR) were issued effective May 19, 1948, and 
thereafter have continued to be amended and supplemented from 
time to time. Up to the present time there have been 16 sections of 
Armed Services Procurement Regulations issued covering overall 
general policies and procedures. 

ASPR is not presented in sufficient detail to overcome organiza- 
tional and other differences between the Army, Navy, and Air Force, 
nor are the regulations in all cases adequate for use at all operating 
levels including that of the contracting officer. Each military service 
is implementing ASPR with subsidiary or collateral sets of regulations 
pertaining to that service. The Army covers its procedure with a 
formal document known as Army Procurement Procedure (APP); 
the Navy Department implements ASPR under what is called Navy 
Procurement Directives; and the Air Force document is called Air 
Force Procurement Instructions (AFPI). 

In general, the Army, Navy, and Air Force manuals and instructions 
cover the preliminaries as well as the fundamentals for contract ac- 
complishment as directed by ASPR. However from a review of 
processes and procedures and examination of selected contracts the 
staff is of the opinion that all four manuals are inadequate because of 
omission of basic cost principles relating to “price redeterminable”’ 
contracts and principles concerning the administration of these con- 
tracts. The inadequacies in connection with these subjects are 
shown by the necessity for various informal implementing instruc- 
tions at all operating field levels and by differences in application and 
interpretation of established principles. Armed Services Procure- 
ment Regulations (ASPR) should be strengthened to cover in com- 
prehensive fashion these important aspects of military procurement 
because actions thereunder have a significant bearing on the ultimate 
contract cost to the Government, especially since major expenditures 
occur under such type contracts. 

Serious deficiencies with respect to policy guidance in the area of 
subcontracting exists in ASPR. These will be detailed by examples 
in a latter section of this report. Another interesting problem of 
missing definitive direction in ASPR occurs in the handling of income 
from royalties and license fees. 

The staff representatives noted at North American Aviation, Inc., 
which is 99 percent devoted to Government business, that income 
from royalties and license fees was excluded from consideration in 
the determination of prices under Government contracts and there- 
fore the Government was not sharing in income from items on which 
they had previously paid research and development costs. North 
American’s income from royalties and license fees for their business 
year ending September 30, 1954, was $2,969,229. The staff was 
informed that North American has received over $5 million in royalty 
and license fee income on the F-86 aircraft program alone. The 
majority of this income is from foreign manufacturers having pro- 
duction contracts with foreign governments. Practically all the 
funds for these contracts have been generated through United States 
Government aid by the International Cooperation Administration. 
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Therefore, the United States Government is in effect disbursing 
funds which ultimately go to paying royalties and license fees for 
items on which it originally paid substantially all of the research and 
development costs. 

A similar case was noted at Lockheed Aircraft Corp. in connection 
with the manufacture of T-33 aircraft by Canadair, Ltd. Royalty 
and license fee income received by Lockheed on T-33 aircraft exceeded 
$1.5 million by the end of 1954. 

There is no policy guidance within the Defense Department regard- 
ing the consideration that should be given to income received by 
contractors from royalties and license fees. As a general rule, these 
amounts are excluded from the determination of net costs under both 
cost-type contracts and fixed price redeterminable contracts. 

In the vast majority of these cases the Government has either paid 
the full cost or shared in the cost of the research and development for 
the item on which the royalty and license fee income is being received. 
It would seem logical in industries like the aircraft industry, where the 
Government is paying substantially all of the research and develop- 
ment costs that the Government should share in the income received 
as a result of these expenditures. 


B. IMPLEMENTATION OF ASPR BY ARMY, NAVY, AND AIR FORCE 


The Army, Navy, and Air Force implement ASPR in the form of 
additional volumes of instructions, regulations, and procedures; fur- 
thermore, there are supplemental implementations at certain field 
levels of operation. Hence, at the field level where the work is done 
the contracting officer must concern himself with 3 and sometimes 4 
sets of procurement regulations and instructions. This may be essen- 
tial to cover all aspects of procurement, but is burdensome to con- 
tracting officers, because so much of the text in each of the manuals 
is repetitious in principle, although expressed in different language. 
It likewise becomes burdensome for newly appointed contracting 
officers to familiarize themselves with all of these instructions; this 
presents an increasingly acute problem under the present system of 
rotating officer personnel. 

Due to the lack of complete coverage on several subjects in ASPR 
and the time required to issue and revise pertinent instructions and 
regulations through the various levels, the contracting officers may 
often have to refer to several manuals and instructions for guidance 
onagiven subject. As the text varies between the various regulations, 
manuals, etc., the possibility of conflict and misinterpretation is 
inevitable. 

Staff officials of the Department of Defense responsible for ASPR 
as currently written admit to its inadequacies in scope to achieve the 
goal of maximum uniformity of procedures. These officials elaborated 
in great detail that the development of ASPR is being continued on a 
progressive basis, but it is the opinion of the staff that the progress is 
much too slow. 

The implementation of ASPR by the three services receives very 
little review from the Department of Defense. In fact, there appears 
to be very little control with regard to the issuance of procurement 
regulations or instructions by the various departments of the Army, 
Navy, and Air Force, and even by the services themselves, to ascer- 
tain the extent of compliance with ASPR. 
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Y C. DECENTRALIZATION OF PROCUREMENT AUTHORITY 


1. ARMY 


Generally, all Army contracts are executed and administered by the 
technical services in the field; however, proposed awards of certain 
major items and certain services, as well as awards over a stipulated 
dollar amount, must be approved by higher authority at the technical 
service level in Washington, D. C., or at the Department of the Army 
level. Present decentralization of procurement authority is generally 
adequate although in certain instances it is difficult to understand 
some specific limitations. For example, the Corps of Engineers, 
Spare Parts and Stock Control Office at Columbus, Ohio, has world- 





Ba wide accountability and control of Engineers’ spare parts; prime re- 
bl sponsibility for determining requirements, replenishment, cataloging, 
ba and technical research concerning parts. This Office has $200 million 
n.| worth of spare parts under its jurisdiction but is limited in individual 


procurements to contracts of $10,000 or less. Contracts in excess of 
this amount must be awarded by higher authority. It is the opinion 
. of the staff that more efficiency and economy would result if the Co- 
pa | lumbus Depot were given complete contracting responsibility for the 
Re Corps of Engineers replacement spare-parts program. 
er The Ordnance Corps is highly decentralized from a procurement 
standpoint, but has difficulty in expeditiously accomplishing the issu- 
ance of supplements and change orders. Many delays in executing 
supplements and issuing change orders can be attributed to the number 
of channels through which these documents must pass. The channels 
involved are: The Office Chief of Ordnance, commands, the ordnance 
districts and the arsenals. One flow chart showed that there were 
21 steps necessary to issue a technical change order, if there were no 
eS complications. The papers pertaining to the order had to go back 
ie and forth for action or evaluation between the three organizations as 
rm follows: Headquarters Command (5 times), Mission Arsenal (4 times), 
Ordnance District (5 times); the other 7 steps were forwarding actions. 
This staff is of the opinion that a redistribution of functions and 
responsibilities between the various organizational units involved 
would result in a more streamlined procurement operation. As an 
example, contact administration including the material inspection 
0 aspects should remain decentralized, as is now done with negotiation, 
i ' to the level closest to the location of the contractor, that is, the 
district level; however, award or execution of all contracts should be 
ey removed from the 14 district offices and transferred or reassigned to 
the command or arsenal havine maior procurement responsibility 
F for the commodity. This would eliminate a number of steps now 
Bi necessary between the commands, arsenals, and districts. Currently 
the commands and some arsenals are responsible for executing formally 
= advertised contracts, directing negotiation of contracts after evaluation 
ae of quotations on national solicitations, and evaluation and approval 
ight of significant changes to existing contracts under their jurisdiction. 
a Shifting or reassignment of the complete negotiation and award 
iy responsibility would eliminate duplication of effort, streamline nego- 
q tiation and award work, and would concentrate, at the commodity 
ES) commands, or appropriate arsenal, a highly competent group of com- 
we modity procurement officials. The contract administrators at the 
ag district level would assist these offices in determining the financial 
and technical capabilities of prospective contractors. 
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2. NAVY 


Navy procurement in general is based on centralization of control 
and centralization of procurement on the large dollar contracts. 
Delegations of authority to purchase in field organizations is strictly 
limited to small transactions. Instances were noted by the staff 
where field activities of Navy were hampered by unrealistically small 
dollar limitations on local purchases. 

Some of these instances were modified during the period of the staff 
survey. In other cases, contract authority has recently been dele- 
gated to field activities on a basis which it is believed will increase 
efficiency. 

3. AIR FORCE 


Large dollar procurements of the Air Force are handled at the Air 
Materiel Command, Dayton, Ohio, with some decentralization by 
commodity class to various Air Materiel areas, located throughout the 
United States. All procurements in excess of $350,000 must be re- 
viewed by the Procurement Review Committee of Air Materiel] Com- 
mand, Dayton, Ohio. 

Air Materiel Command Headquarters, Dayton, Ohio, retains buying 
responsibility for all airframes, guided missiles, electronics, aerial 
weapons systems, aircraft engines, propellers, and all Government 
furnished aircraft equipment, and other highly technical items requir- 
ing engineering support. It is estimated that these items account for 
80. percent of Air Materiel Command’s procurement dollar volume. 
The remaining 20 percent is handled through the Air Materiel areas, 
of which there are 8 in number in the continental United States 


D. CONTRACT AWARD PROCEDURES 
1. INTRODUCTION 


By way of general introduction to this subject, it should be noted 
in areas of major procurements for items strictly military in nature, 
the prevailing rule of the day appears to be based on the philosophy 
of giving the military departments a maximum latitude in judgment 
for developing suppliers of military products. The philosophy is 
established on the premise that sound relationships between industry 
and the military are absolutely essential for the most effective and 
efficient use of the country’s industrial mobilization potential in times 
of national emergency. ‘That - scope and breadth of this military 
procurement philosophy is very realistic and practical is evidenced 
by the present complexity of salen items such as atomic, electronic 
and aeronautie equipments. The actual conversion of this philosophy 
into a useful working operation under the present Department of 
Defense policy directives and regulations, together with the imple- 
menting instructions and procedures of the military services, leaves 
much to be desired. The most serious deficiencies observed by the 
staff in the attempts of military procurement operations to fulfill the 
desired objectives were noted in the following procurement and 
contract areas: 

(a) Negotiators inability to evaluate cost estimates. 

(b) Lack of specific or definitive specifications. 

(c) Lack of management responsibility in determining a competitive 
position for procurement and contract operations after development of 
prototype equipments under research and development contracts. 
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(d) Use of production funds and production contracts for research and 
development activities. 
(e) Lack of uniform or specific ground rules for negotiation among the 
military services. 
(f) ck of firm requirements on items involving maintenance of mobiliza- 
tion base. 
A prime example of the above mentioned deficiencies is the Air 
Force parachute procurement described on pages 14-18 of this report. 


2. NEGOTIATOR’S INABILITY TO EVALUATE COST ESTIMATES 


The staff focused its contract review efforts in the area of cost- : 
plus-fixed fee, fixed price incentive, and fixed price redetermination E 
types of contract. There is no essential difference in the basic problems 
involved in these type contracts. All three are based on estimated 
targets. These estimates are developed and furnished by the prospec- 
tive contractors, usually in the case of military items—on rather 
vague or often incomplete specifications. The major weakness in the 
system is the Government’s inability to evaluate the estimate. 

All estimates have contingencies. It is this area that is difficult 
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a for any Government negotiator to evaluate. If the negotiator had 
om | access to the contractor’s working papers of estimates, some realistic 
a evaluation could be made of the contractor’s figures. No issue, 
Fie however, is ever made of this area and the contractor has a tremendous 
ty advantage at the negotiating table. 

BS The only area of continual evaluation is the profit area. The 
aa 


Government negotiator battles continuously to better his position in 
the profit area but since he does not have access, other than indirectly, 
to the major cost factors of labor and engineering overhead on which 





B ise the profit is based he is working in a vacuum of statistical ratios 

ey where slight errors of judgment or evaluation lead to sizable increases 

ou of profits to contractors. In the subcontracting area there appears 
s to be even less control of cost. 


RELIANCE ON CONTRACTORS’ COST PROJECTIONS 


i‘ Contract No. AF 33 (038) 15871 was awarded to the Ford Motor 
es , Co. (aircraft engine division) by the Air Force for the production of 
a R-4360 engines, spare parts and other data. The original letter 
contract was dated October 12,1950, and definitized as of May 8, 1952, 
a with a form IIB price redetermination article. 

Prices of engines were redetermined during the contract as follows: 


fe Date redetermined Production period an a aart Total amount : 
Pe PE a eae ET Ie eee ee mee Ee ee f 
ei Thoky 00: 0008. . 2...) Do Fee Oy WN csc cctdcsacns.---. 665 $291,821 | $194, 060, 790 E 
by teres July 1 to Dee. 31, 1953 _____- as coees 1, 081 79,215 | 85, 604, 781 

. May 3, 1954. Jan. 1, 1954 to completion. -—--------- 1, 325 71,750 | 95, 068, 601 

a pene PSPS! 374, 734, 172 

a 

ead 

oe The latter redetermination fixed firm prices for the remaining 

is engines to be delivered under the contract. However, on August 13 

F>: and December 23, 1954, Ford offered voluntary refunds totaling 

fee § $7,850,625 on engines, which brought the average unit price for that 


period to $65,825, a reduction of $5,925 per engine. 


en ga 
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The buyer stated that the negotiated prices fixed for the last 1,325 
engines anticipated that the trend of cost would rise during the phase 
out of production. Actually, costs continued their downward trend. 

It was admitted by the buyer that a great deal of celiance has to be 
placed on the contractor’s estimated costs as the Air Force cannot 
analyze and evaluate projections to the extent necessary to prevent 
situations such as this. It is interesting to note that Ford’s profit on 
engines during this period was 29.6 percent prior to the voluntary 
reduction. The refunds reduced profit on engines for this period to 
19 percent and on total engines delivered under the contract for the 
3-year period to 8 percent. 


ACCEPTANCE OF CONTRACTOR'S UNREALISTIC ESTIMATES 


A letter contract for the overhaul of J65 engines was awarded on 
April 15, 1954 by the Air Force to Curtiss-Wright Corp. The defini- 
tive contract, dated July 6, 1954, provided for retroactive and pros- 
pective price revision after overhaul of the first 50 engines. The 
average unit price set for these first 50 engines was $18,186. 

For the first price revision the contractor proposed a retroactive 
price of $12,374 for the first 50 engines and a prospective price of 
$10,132 for the remaining 307 engines under the contract. 

Although theoretically the retroactive price for the first 50 engines 
was to be based on actual costs, a review indicated that part of the 
proposal pertained to work yet to be done in connection with these 
engines and the applicable costs were estimated for price revision 
purposes. Analysis of the contractor’s proposal and the amount 
negotiated on a per-engine basis shows the following: 











Analysis of proposal 
ee ee a ee 
Contractor’s Incurred semetet | Amount 
proposal | costs : costs A negotiated 
~— —_—- —— apqsnge= | eee oes —EE Tor a --=| Se 
Costs containing estimates. -_........-........ $2, 863 | $1, 319 | $1, 544 | $2, 863 
Costs containing no estimates_ 7, 763 | 7, 763 | 0 6, 811 
Allocation of G. and A. expenses. __- | 511 | 446 | 65 | 406 
32 eee cctidnnkee 11, 137 | 9, 528 1, 609 | 10, 080 
DOB i555 hs 5 ips ss de sehbbescubape sm female LGR). s: ‘ae 1, 120 
Sales price - -.--.---- sleek cadet 12, 374 |__-- cb sfaes's } 11, 200 





The costs containing estimates were accepted as proposed in spite 
of the fact that the negotiator had information showing that the 
contractor’s estimates were not reliable. This information was 
evidenced by the fact that the contractor’s original proposal was 
almost 50 percent greater than his current proposal, ah also the 
costs containing no estimates in the current proposal contained almost 
$1,000 a unit of nonapplicable costs. 

The negotiator and buyer were asked why provision was not made 
for redetermining these elements at a later date when actual cost 
information was available instead of fixing the prices for both retro- 
active and prospective application based on estimated costs. They 
stated that it would cost too much to administer for the amount in- 
volved and they did not want to leave things hanging open. 
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A second price revision was made after 164 engines had been over- 
hauled for the purpose of fixing a prospective price for the remaining 
193 engines (Nos. 165 through 357) under the contract. The con- 
tractor submitted a statement of costs for the first 164 engines over- 
hauled which showed that he made 16% percent profit on that portion 
of the contract. The Air Force auditor in reviewing these costs for 
assistance in fixing the price of the remaining engines eliminated 
certain duplicate charges and overestimated costs and arrived at 
acceptable costs which indicated a profit of 39 percent. 

Using the rate of profit of 11.11 percent negotiated in the prices 
under this contract, as shown in above analysis, the failure to es- 
tablish realistic prices based on actual cost experience in this case 
cost. the Government between $77,000 and $300,000 on the first 164 
engines alone, depending on whether the contractor’s or auditor’s 
costs would have been close to the amounts negotiated if actual cost 
experience had been obtained. No recovery can be made of the ex- 
cess price paid except through the remote possibility of Renegotiation 
Board action which in no event would assist the Air Force in reducing 
its costs for these engine overhauls. It is doubtful if a realistic price 
was negotiated for the balance of the contract, considering the extent 
of estimated costs on which the future prices were negotiated. 


AUDIT REVIEW OF CONTRACTORS’ COST PROPOSALS 


Review of procurement actions and discussions with auditors 
indicate the need of a requirement that all cost proposals be trans- 
mitted to the applicable audit office in order to give the audit person- 
nel the opportunity to comment on the proposals prior to the negotia- 
tion of contract prices. 

At the present time audit does not always have the opportunity to 
contribute their technical knowledge or information regarding past 
experience in audits of the contractor. Resident audit offices located 
at contractors’ plants are sometimes requested to review the 
contractors’ cost proposals for new procurement. However, in cases 
where there is no residency, audit personnel are very rarely requested 
to perform this function that is necessary for economical procurement 
actions. 

As one of the basic conditions for use of redeterminable contracts is 
that prices established should be free cof contingencies, a review of 
contractors’ cost proposals by the auditors would eliminate or sub- 
stantially reduce the inclusion of these amounts and contribute to the 
establishment of more reasonable and fair prices. 

This review of cost proposals would not require a detailed audit of 
historical costs except in those cases specifically requested by procure- 
ment personnel due to past experience or because of the nature of the 
individual procurement involved. 

Audit personnel realize that their contributions in this area are 
limited, but feel that if given the opportunity they could contribute to 
obtaining better prices and also eliminate many of the areas that could 
later become controversial in negotiations of final prices. 


38. FAILURE TO DEVELOP DEFINITIVE SPECIFICATIONS 


The military today is not defining in specific terms what it wants— 
and more important—what it expects to get for its appropriated 
dollars. All it is getting is a calculated risk of what it thinks it needs 
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in the major production area. Contracts are allowed to run for not 
1 or 2 years but often 3, 4, and 5 years without a single production 
unit being completed. During all this time the contractor is operating 
without risk on advance payments or progress payments for materials 
or bills of material. No damages are assessed. No penalties are 
incurred. Production schedules are modified practically at will. 
Management responsibility and pride of accomplishment are often 
lacking. 

The issuance of numerous engineering change orders (in some 
contracts thousands of changes) is evidence of failure to develop 
definitive specifications. In some cases, changes were known to be 
necessary during preaward negotiations but were not considered at 
that time on the premise that change orders could be issued at a later 
date and the price adjusted at that time or at the time of redetermina- 
tion. The general thinking seems to be that it is not important to 
spend the necessary time to prepare definitive specifications even in 
those cases where it is feasible to do so, because change orders, sup- 
plements and price redeterminations will correct deficiencies or in- 
adequacies. Definitive specifications would permit the use of formal 
competitive advertising as a means of accomplishing more effective 
contract action. 

The staff believes that a more intensive effort should be directed 
toward development of definitive specifications prior to award of 
contracts. This action will not only reduce the hundreds of thousands 
of change orders and supplements but will minimize the need for costly 
price redeterminations and permit greater utilization of formal ad- 
vertising. From our review of contracts containing a large number of 
changes and supplements, it is evident that excessive issuance is caused 
by inadequate planning, errors in specifications and failure to deter- 
mine whether a desired change is of sufficient importance to justify a 
change order. In 1 contract with General Motors, seooealanialer 
35,000 engineering change orders were issued. In addition it was 
noted that change orders were countermanded frequently by sub- 
sequent change orders. They cause delays, are costly from the 
standpoint of production and are also costly from an administrative 
standpoint because each change or supplement requires much handling 
before approval. A major effort should be made to reduce the fre- 
quency of such issue and consideration should be given to the concept 
of a periodic release of major change orders (in groups) to minimize 
costly production interruptions. 


4. USE OF PRICE REDETERMINATION CLAUSES 


Before award of a negotiated contract the procuring agency is 
required by regulations to make financial and engineering evaluations 
of the contractor’s ability to perform, but frequently these evaluations 
are cursory and the agencies have relied upon price redetermination 
clauses to protect the Government’s interest. These clauses have 
been used to cover inadequate negotiation, price analysis, and un- 
certainies likely to arise in production from the lack of definitive 
specifications. Price redetermination clauses should not be used as 
a protection against unrealistic cost estimates resulting from these 
deficiencies. Review revealed a number of contracts where the 
original price.quoted by prospective contractors was accepted without 
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change as the total dollar value of the contract. When procurement 
personnel were questioned by the staff with reference to some of these 
contracts they indicated that the contractor was better qualified and 
in a better position to establish costs than the Government price 
analysists. There was also evidence that the services frequently use 
the wrong price redetermination clauses. 

For example, the frequent use of form IV price redetermination 
clauses in Signal Corps contracts which provide for price revision at 
completion of production is inappropriate in view of the fact that 
many of the contracts cover a period of several years and large dollar 
amounts. Many of these contracts were of a research and develop- 
ment or development production type and use of a form IV clause 
under such circumstances has the characteristics of a cost-plus-a- 
percentage-of-cost contract. A cost-plus-a-fixed-fee contract would 
be more appropriate in such cases. The Army procurement pro- 
cedures provide that a form IV price redetermination clause shall be 
used where the quantity being procured is moderate and the period 
of the contract does not cover an extended period of time. 


5. USE OF INCENTIVE FIXED PRICE CONTRACTS 


The services employ three major types and several subtypes of 
contracts, as follows: 
I. Fixed-price contracts: 

1. Firm fixed price 

2. Redeterminable type fixed price: 
(a) Incentive fixed price 
(6) Maximum fixed price 
(c) Flexible fixed price 
(d) Fixed price with escalation 

II. Cost type contracts: 
1. Cost plus fixed fee 
2. Cost, no fee 
III. Letters of intent 

Of the above types, the incentive fixed price is used generally in all 
production contracts on airframes, aircraft engines, and some major 
aircraft components. As these contracts covered a large amount of 
expenditures, they were very carefully studied. 

Incentive fixed-price contracts are described as contracts where 
supplies are furnished at a tentative base price (target price). Upon 
completion of the work the price is redetermined based upon the con- 
tractor’s actual cost, plus a sliding scale of profit which varies inversely 
with the cost. The redetermined price cannot exceed a ceiling price 
stated in the contract (but the price can be otherwise amended). 

The principal reason advanced for the use of this type of contract 
is that neither the Government nor the contractor is in a position to 
estimate the cost of production accurately and it permits the risk 
factor to be equitably divided between the two parties. It is also 
alleged that this type of contracting encourages cost reduction by 
the contractor and that the Government shares in the contractor’s 
cost reductions. 

This type of contract was designed to reward the contractor for 
savings effected through increased efficiency. 

Originally it was a negotiated contract providing a fixed target 
price when first signed but in recent years a modification has been 
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made to provide for what is known as interim repricing. This later 
form stipulates what is known as a tentative target price at the time 
it is written which permits budgetary control and regulates progress 
payments to the contractor. The dxing of a firm target does not 
take place until after the delivery of a specified number of end items: 
However, the percentage of profit and the profit sharing formula 
is included at the inception of the contract. After the fixing of a 
firm target this contract becomes similar in operation to the original 
incentive type by permitting the contractor a percentage participation 
in any savings and deducting from his agreed-upon profit a percentage 
of any cost in excess of the affixed target cost. 

Long delays in fixing firm targets in incentive fixed price contracts 
came to this staff’s attention. The reasons for the delays included 
cases where there was insufficient cost background; the reluctance of 
some contractors to agree to firm targets where there is a large area 
of uncertainty as to probable future material and labor cost; and 
delays occasioned by Government negotiators apparently because of 
fear that the fixing of the firm target at an early date might permit a 
contractor to realize a rather sizable profit. 

The theory of this type of contract is good but its effectiveness is 
very largely dependent upon the establishment of a reasonably ac- 
curate firm fixed target price at an early date. 

Firm target prices should be based on actual cost experience. Un- 
less such costs are carefully controlled during the period prior to the 
establishment of a firm target price the incentive might well be to 
increase cost rather than reduce cost. 

Therefore, delays in fixing firm targets decrease the incentive to 
save money and give the incentive contract a cost plus a percentage 
of cost complexion during the period preceding the fixing of the firm 
target. 

Treating incentive fixed price contracts as firm fixed price contracts 
eliminates the audit controls which the Government provides in cost- 
plus-fixed-fee contracts. Thus, the Government becomes a party to 
what amounts to a cost reimburseable contract while losing some of 
the safeguards which it has found wise to maintain and establish in the 
administration of cost-plus-fixed-fee contracts. 

Under incentive fixed price contracts audit reports of the contractors 
costs may be prepared at the interim repricing date when desired by 
the contracting officer but are not specifically required. 

A study by the Office of Navy Material of procurement policy on 
Navy airframe contracts revealed the weaknesses above mentioned and 
resulted, in September of 1954, in issuance of instructions to the effect 
that neither the target profit nor the price and profit adjustment 
formula shall be negotiated prior to the establishment of the firm 
target cost. 

here were still in existence as of June 30, 1955, 21 incentive type 
contracts on airframes on which firm target prices had not been set. 
The total value of such contracts was $1,353,603,356 some of which 
contracts date back to February of 1951. These figures were taken 
from Navy Bureau of Aeronautics records. 

The airframe industry dealing with the Navy in general resisted the 
changes in policy and refused to agree to delayed target incentive 
contracts unless the price and profit adjustment formula and profit 
pattern were spelled out at the inception of the contract. 
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6. USE OF LETTERS OF INTENT 


Navy Bureau of Aeronautics policy now is to place airframe com- 
mitments in the form of letters of intent which authorize the contractor 
to produce, obligates the Government to pay cost plus a reasonable 
profit, and obligates both parties to negotiate terms Jeading to a 
mutually acceptable contract at a later date. Jt does not establish 
any price, profit, or incentive pattern but does provide for provisional 
payment and establishes a maximum cost, subject to revision. 

Although the Navy comment on the disadvantage of letters of 
intent is as follows: ‘Legally it is not a satisfactory contractual docu- 
ment,’’ pursuant to this new policy, as of June 30, 1955, the Bureau 
of Aeronautics had issued 33 letter contracts with a total value of 
$985,866,733 on airframes alone. 

A Navy official admitted that under the letter of intent type of 
contract large sums of money were expended by the contractor and 
reimbursed by the Government without the contractor being obli- 

ated to any price or cost, or to any delivery schedule, or to any de- 
fault provisions, or even being obligated to execute a contract. When 
asked how the costs were aed at a time when admittedly it 
could be to the contractor’s advantage to build up high costs, he 
stated that such costs were controlled by the Government in the 
function of the Bureau of Aeronautics Representative (BAR). 

Subsequently a survey was made of BAR functions at several air- 
frame plants and effective control of costs by the Navy representa- 
tives was not found. 

One former BAR officer interviewed stated that the Navy staff at 
a major airframe plant consisted of 107 persons. That portion of the 
staff reviewing the contractor’s cost on armed service contracts was 
7 persons, of whom 3 were clerical. It was admitted that the volume 
of work to be reviewed, as generated by the approximately 125 per- 
sonnel purchasing staff of the contractor, permitted only a spot check. 

It was further stated that at this particular plant material pur- 
chases and subcontracts accounted for about 25 percent of the cost 
per plane. The remaining 75 percent of cost consisting of labor, 
engineering, overhead, and so forth, is reviewed only by checking pay- 
rolls and accounting statistics, except for overtime payrolls which 
must be approved by the Navy in advance. 

At another major aircraft plant a procedure had been set up between 
the contractor and the Navy whereby purchase orders and subcon- 
tracts for review would be submitted following a prescribed form 
which included pertinent questions. In reviewing a case selected at 
random, which has been approved within the past few days, the ques- 
tions answered on the form were not self-evident. When asked for 
the questionnaire and a writeup of the procedure, the chief of this 
section, who had approved the form, did not even have a copy of the 
questionnaire nor could he tell the staff the questions answered in the 
form. He had to obtain this information and a copy of the question- 
naire from the contractor. It was apparent that any review of cost 
at this plant is perfunctory and if there is any control of cost by the 
Navy Department it must be purely accidental. 

It is difficult to discern any tangible improvement in the revised 
procedure for airframe procurement. 
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7. COST EVALUATION IN PHASING OUT MULTIPLE SOURCES OF SUPPLY 


When requirements are such that multiple sources of supply are no 
longer necessary, little consideration is given by the Air Force to 
comparative costs in determining the sole source which will continue 
production. This was found to be the situation with the manu- 
facture of J-65 engines by Curtiss-Wright Corp., the original source, 
or licensor, and Buick Motor division of General Motors Corp., the 
second source, or licensee. Total requirements for the J-65 were to 
be met by procurement from Curtiss Wright and from Buick. As of 
December 1, 1955, Buick was scheduled to complete its deliveries and 
discontinue production. Curtiss-Wright, as of December 1, 1955, 
was still scheduled to deliver engines. Pricewise, Buick has been 
continuously under Curtiss-Wright and the latest comparable figures 
reflect Buick’s price per engine was still under Curtiss-Wright. The 
Air Force is paying about $11 million more in production costs than if 
Buick were to produce the remaining engines. The extent to which 
these costs might be offset by termination costs if unknown. 

The files at AMC have no indication that the difference in price 
received any thought whatsoever in the considerations that led to the 
decision to phase out Buick and continue with Curtiss-Wright. The 
Air Force justified their action in continuing with Curtiss-Wright and 
phasing out Buick with the following points: 

1. It is the Air Force policy to place contracts with the designer and developer 


of the production article where there is insufficient production to satisfy two 
manufacturing sources. 

2. It is of importance to maintain the engineering and design potential of their 
four prime engine producers (one of which is Curtiss-Wright) not only for the 
engines they are producing, but also for powerplants they will engineer and pro- 
duce in the future. It is important that this reservoir of engineering talent be 
retained to meet the future needs of the Air Force. 

3. It was mandatory for Curtiss-Wright to remain in business to protect the 
investment the Government had already made in the J—65 program. The Gov- 
ernment needed a continuing source of engineering support to establish those 
design modifications needed to correct service difficulties and provide engineering 
improvement and field service representation. 

4. The broad subcontract structure of Curtiss-Wright would have been 
jeopardized, whereas Buick’s subcontracting structure was not extensive and 
primarily within General Motors Corp. 


8. UNSATISFACTORY WORKING CONDITIONS 


Air Force’s major procurements of aircraft, aeronautical equipment, 
and electronics take place in the Joint Project Offices (JPO) at Air 
Materiel Command, Dayton, Ohio. It is here that procuring con- 
tracting officers, buying assistants, clerks, and others have to do 
their work. Facilities furnished are far from the best, but the con- 
ditions under which the Air Force personnel have to work are even 
worse. 

Staff members observed, and Air Force personnel complained, that 
there was inadequate space in the offices. Conference tabies were 
often located in the same room where the desks of the buying per- 
sonnel were located. This lack of privacy was not good, especially 
when representatives of contractors were in the room. Company 
representatives were often in the room while Air Force business was 
being transacted, so Air Force personnel had to guard their conversa- 
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tions carefully. The JPO were almost as noisy and confusing as a 
newspaper office just before the edition goes to press. This especially 
was noted by staff members when Air Force personnel did not know 
the identity of the staff members. The Air Force people were con- 
stantly being interrupted by telephone calls and by visits from 
civilians, officers, and contracting representatives. 

The JPO people complained that they were always making reports 
to generals and other officers at staff level. Supervisory personnel 
were often preparing for briefings and presentations of various prob- 
lems. It became so exasperating, one top Air Force civilian said, 
that the only way he could get his work done was to come to the base 
on Saturdays. 

Under such conditions, it is no wonder there are paperwork delays, 
negotiation problems, and a general bogging down of work at AMC. 

Comparable poor working conditions were noted in the Navy 
bureaus in Washington and at some Army procurement offices. 


E. CONTRACT ADMINISTRATION 
1. GENERAL 


The contracting officers of all three services are failing to take 
advantage of obvious opportunities to effect cost reductions in the 
manufacture of military equipments. Most major procurement con- 
tracts are so complex, so voluminous and have such long lead times 
before completion of the first prototype or operating unit that the 
area of contract administration is practically limitless in creating 
potential savings under incentive type and price revision type con- 
tracts. In addition all three services maintain various complements 
of personnel at the major producing plants of manufacturers. This 
personnel while technically charged with administrative responsibility 
to carry out the terms and conditions of definitive contracts has 
tremendous spheres of influence to do a better job of evaluating con- 
tractor efficiency and reducing costly overhead burdens in engineering, 
labor, research, and accounting. The staff in its review and investi- 
gation of contract administration found the following deficiencies: 

(a) Rotation of officer personnel. 

(b) Weakness in cost analysis. 

(c) Policing delivery schedules. 

(d) Minuse of production funds. 


2. ROTATION OF OFFICER PERSONNEL 


No single activity surveyed by the staff appeared to have less 
official top-level continuity than contract administration, particularly 
at the larger manufacturing plants. It appeared almost universal 
that officers with very little industrial background, and in several 
airframe plants unqualified officers, were assigned positions of author- 
ity. These officers for the most part have had engineering training 
in their academic education but hardly any industrial experience 
since receiving their commissions and were for the most part line 
officers or flyers who were putting in time at unpleasant tasks in 
order to make their overall career specialties look better on paper for 
future promotions. 
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Perhaps the greatest evil resulting from rotation of officers is the 
loss of continuity of actions under contracts with long lead times or 
production sc hedules. This condition was brought forcibly to the 
attention of the staff when questioning contract administration officers 
on certain aspects of particular contracts. Their answers were 
generally prefaced with the remark that the matter under discussion 
occurred prior to their assumption of responsibility for contract 
administration. Frequently the information required for adminis- 
trative purposes was dependent upon the intent of the parties at the 
time the contract was executed, or at the time of some subsequent 
action, and consequently much research was often necessary to 
determine the intent of the parties. The files on some contracts 
were not sufficiently documented and intent could only be determined 
by contacting the original responsible officer whose replies were based 
on memory. 

It was the general experience of the staff in surveying contracting 
and contract administration that officers were being replaced as soon 
as they attained the experience necessary to become qualified. Many 
officers in these positions do not have sufficient knowledge of laws, 
regulations, and good business practices. Time and money are being 
wasted training a continuing series of new officers. Disruption of a 
continuous relationship with contractors causes confusion and is not 
good for contractor-Government relations. Inferior procurements 
and administration are resulting, 

The high rate of turnover at most commands is attributable to (1) 
overseas assignments (2) Reserve officers’ return to inactive status, 
and (3) assignment to other activities. There is a need for military 
personnel trained as contracting and contract administration officers 
especially in tactical organizations in time of emergency. A solution 
to the turnover problem for military personnel would be to require 
that officers selected to serve as contracting or contract administration 
officers be retained in that position for at least 3 and, preferably, 4 
years. In this way the figurehead positions and free riders would be 
eliminated. 

3. WEAKNESS IN COST ANALYSIS 


Under incentive-type and price-revision-type contracts manufac- 
turers and producers have rather wide operating latitude, especially 
in cost estimating. The mission of the Government cost analyst is to 
evaluate the contractor’s cost keeping and cost-estimating proposals. 
He also reviews purchase and procurement policies of the contractor 
from time to time to insure the Government receives maximum return 
for its contracting dollar. Only by comparisons of the practices 
followed by Government contractors and thorough training in the 
proper steps to be taken in establishing reasonableness of cost proposals 
can high standards be achieved. There appeared to be a definite 
weakness in the cost-analyst branches in the Air Force plant repre- 
sentatives’ offices which were visited by staff members. In some 
AFPR offices the cost analysts appeared to be stepchildren left very 
much to themselves by the Air Force plant representative and admin- 
istrative contracting officer and the resident auditor. 

The real role of the cost analyst was demonstrated to a staff repre- 
sentative at a west coast airframe plant. This particular analyst had 
had several years experience in private industry and went to work for 
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the Air Force during the early part of 1955. Shortly after he started 
to work for the Air Force he analyzed the pricing of tooling and test 
equipment furnished by the contractor and determined that the con- 
tractor had overpriced these items by several million dollars. The 
contractor ‘‘volunteered” a refund of $2,075,000 before price redeter- 
mination. On another spare parts revision totaling $7,391,536 sub- 
mitted by the contractor in July 1955, the cost analyst spot checked 
several items out of a list containing thousands of items and found 
that the spot-checked items were overpriced by about 25 percent or a 
total of $2,447,000. The entire priced spare-parts list was returned 
to the contractor for repricing and as of the staff’s September visit to 
the contractor’s plant the repricing had not been completed. The 
cost analyst discussed the spare-parts pricing with company personnel 
and was told that the person who did the pricing understood it was 
all right to let higher prices go through because the company would 
eventually make a refund at redetermination time. Higher officials 
within the company denied giving such instructions. 

Completely aside from the foregoing, no better example of the 
weaknesses in cost analysis under the Government’s incentive-type 
and price-revision-type contracts could be given than the published 
financial statements of several airframe manufacturers. These finan- 
cial statements set forth current liabilities due the United States 
: Government representing estimated amounts payable under the con- 
om tracts amounting to several hundred million dollars. Hlustrative of 
Bes these amounts are the following items taken from financial statements 
as of December 31, 1954: 

Boeing Aircraft Co.: Estimated amounts payable to United States 

arising from contract-price revisions_-_-___.__..-..------------- $22, 675, 846 
Grumman Aircraft Engineering Corp.: Estimated liability under 

incentive fixed-price contracts to United States Government._.. 28, 197, 146 
North American Aviation, Inc.: Estimated savings refundable to 

United States Government under incentive contracts____..-_-- 52, 950, 476 
= It is to be noted that the amount due from Boeing Aircraft Co. per- 
: tains to Air Force contracts; the amount due from Grumman Corp. 
Ss pertains to Navy contracts; and the amount due from North Ameri- 
er can Aviation, Inc., represents a combination of both Navy and Air 
ae Force contracts. 
peas The amounts set up by the contractors as due the Government repre- 
re sented the difference between contract-billing prices on items deliv- 
| ered and what the contractors, based on their current cost experience, 
iy anticipated would be the revised firm fixed price applicable to these 
Se items. These billing prices are established initially under the con- 
ne tract and used during the interim period until firm fixed prices are 
Bee. established and incorporated into the contract. The firm fixed prices 
are established in certain types of price-redetermination contracts 
after a specified portion of the contract has been performed; however, 
in other types of price-redetermination contracts and in incentive- 
type contracts they are not established until after completion of the 
contract. These initially negotiated tentative prices often prove to 
be unrealistic when measured against actual cost experience. 

Navy incentive-type contracts in effect prior to August 1, 1955, 
carried a provision that the billing prices could be adjusted within 
ceiling limitations upon the request of either of the contracting parties 











oe aga 
hat 


“ow . 
=e ; 


“ Eee Oe Sang Ses oe 
oe ee 


Ls 


_—e 


Te Tn mn a eee ee en ee 








33 


when it became apparent during the course of performance of the 
contract that the actual cost would be substantially different from 
target costs. 

The staff ascertained that in early 1955 the Navy Bureau of Aero- 
nautics was taking steps to expedite refunds under contracts. The 
Air Force also recognized the problem and on April 26, 1955, the Air 
Materiel Command sent instructions to field procuring installations 
requesting administrative contracting officers to notify the appropriate 
procuring contracting officers of indications of excessive billing prices. 
From this information it was intended that the buyers would negotiate 
revised billing prices and seek voluntary refunds from the contractors. 

During this time all recoveries that were made of these estimated 
amounts due the Government were accomplished through contractors’ 
voluntary refunds and adjustments. However, the Navy on hig 21, 
1955, issued SECNAV Instruction 4265.3 (later incorporated in Nav y 
Procurement Directive 7 016) which required that a clause be inserted 
in contracts limiting payments prior to final pricing to cost plus 5 
percent profit. The stated purpose was to eliminate the need for sub- 
stantial refunds by contractors after final pricing and to facilitate 
timely adjustment of billing prices. 

DOD Directive 4105.7, dated September 15, 1955, was issued for the 
same purpose. This directive, which is almost identica] to that issued 
by the Navy, provides that all new contracts of the incentive or price 
revision type, all amendments to existing contracts of these types 
providing for new procurement, and all definitive contracts of the in- 
centive or pr ice revision type replaci ing or superseding letter contracts 
shall contain the following provision: 

Notwithstanding any other provision of this contract, until final price revision 
has been made, the total payments under this contract shall not at any time 
exceed 105 percent of the contractor’s total costs incurred in the performance 
hereof as certified by the contractor to be reasonable in amount and properly 
allocable to this contract. 

On September 13, 1955, the staff was advised by a representative of 
the Contracts Division of the Bureau of Aeronautics that as a result 
of its efforts to reduce the amount due to the Navy, voluntary refunds 
and redetermined price amendments have been made and executed 
which reduced these liabilities approximately $99 million. 

However, we were informed that the services were encountering 
considerable difficulty in negotiating contractual documents because 
of contractors unwillingness to accept this clause. The main objec- 
tions were (1) limiting profit to 5 percent of costs, which in effect 
penalizes the low-cost ‘producer and (2) the administrativ e burden of 
having to compute costs and certify each invoice submitted to the 
Government for items delivered. 

Apparently due to these objections DOD Directive 4105.7, dated 
September 15, 1955 was superseded by another directive of the same 
number, dated December 5, 1955. The new directive contained 
revised contract provisions which, among other things, provided that 
(1) payments for items on which final prices have not ; been established 
will be limited to cost plus the amount of interim profit used in estab- 
lishing the initial contract price under price redetermination contracts 
or to cost plus established target profit, increased or decreased in 
accordance with the incentive profit formula when actual costs differ 
from the applicable target costs, under incentive-type contracts and 
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(2) instead of certifying each invoice the contractor submit a quarterly 
statement under each contract which will set forth the amount due 
the Government. 

Further investigation by the staff reflected information which is 
set forth, under appropriate caption, in the following paragraphs. 


GRUMMAN AIRCRAFT ENGINEERING CORP., BETHPAGE, LONG ISLAND, N. Y. 


The staff reviewed a letter dated January 20, 1955, directed to the 
Bureau of Aeronautics by the Grumman firm. This letter was for- 
warded upon the request of the Bureau of Aeronautics for Grumman 
to advise why substantial payments had not been made in the liqui- 
dation of the liability under redeterminable contracts shown in both 
its financia) and operating statements of September 30, 1954. The 
Grumman officials set forth in paragraphs 2 (b) and 3 of this com- 
munication the following comments which appeared to be pertinent 
to the survey directive: 

2 (b). Attention is also directed to page 6 of the report which sets forth various 
amounts which the contractor is prohibited from billing because formal contract 
documents have not been processed. It should be emphasized that all of these 
amounts represent completed products which have already been delivered to the 
Navy—in some cases for more than 12 months. One of these items, for example, 
is spares which had been shipped on contract NOa(s) 51-635 and had a value 
of almost $4 million. These shipments were essential on a contract on which 
148 airplanes had already been delivered although no formal spares list had been 
received on that date. All of the other billings delayed because spares amend- 
ments or other contract amendments had not been received represent completed 
products delivered to and accepted by the Navy Department. Even after allow- 
ing for the amortization of progress payments which would have been deducted 
if these billings were possible, it is evident that the contractor has suffered a 
temporary loss of cash amounting to almost $10 million. 

3. The contractor has for many years made substantial payments on this 
estimated liability long before and in anticipation of final redetermination. 
This practice is evidenced by the fact that in November 1953 it remitted over 
$10 million, and in December 1953 it remitted $12 million as payments against 
these liabilities. It expects to continue this policy and as the specific situation 
referred to in paragraph 2 (b) is corrected or substantially improved, it expects 
to be in a position to make substantial payments on its present accrued lhiability. 


When interviewed by a representative of this staff, Grumman 
officials stated that the Department of Defense directive limiting 
payments to 105 percent of contract costs was just another “crutch” 
utilized by the Government to cover up its inefficiency in properly 
handling contract paperwork. They advised that on October 1, 1955, 
their records reflected that they were awaiting spare part amend- 
ments totaling approximately $12.6 million for end products manu- 
factured and delivered to the Government. Since billing could not 
be made without the aforesaid amendments the Grumman officials 
were quick to point out very critically that this represented a sub- 
stantial temporary loss of cash to the firm. These officials also stated 
that the new directive was not necessary since the contract documents 
in existence provided the necessary mechanics to eliminate the refund 
situation if the Government would only handle their contract admin- 
istrative work efficiently and on a timely basis. They further advised 
that under the procedure followed by the firm on a regular basis the 
company made a computation of the amount due the Government as 
a result of actual costs undershooting target costs and, considering 
the amount of cash tied up in spare parts which could not be billed, 
the difference was refunded to the Government. 
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While at this contractor’s plant the staff’s representative reviewed 
Grumman’s financial statements for the year ending December 31, 
1954, and for the 6 months ending June 30, 1955; this data being 
made available through Navy representatives. A review of the 
balance sheet for June 30, 1955, reflected the amount due the Govern- 
ment under price redetermination to be approximately $17.6 million 
as compared to the amount of approximately $28.2 million due on 
December 31, 1954. These financial statements reflected that as of 
June 30, 1955, a net amount of approximately $9.8 million could be 
billed by Grumman if various contract amendments relating to spares 
and change orders pertaining to the contract were issued by the 
yovernment. It was also noted from a review of the financial 
statements made available that, as of December 31, 1954, the 
Grumman firm bad an investment of approximately $11.5 million in 
United States Treasury notes and certificates of indebtedness and 
on June 30, 1955, had an investment of approximately $3.5 million 
in Treasury securities. 


4, POLICING 





DELIVERY SCHEDULES 



























Another matter that affects contract administration is the estab- 
lishment of unrealistic delivery schedules in production contracts. 
Many contract files show one delivery date extension after another 
and the impression is gained that delivery is a relatively unimportant 
detail, in spite of the fact that many contracts have been awarded 
on the basis of a particular contractor’s ability to meet a required 
delivery schedule. The contract files do not reveal any intensive 
effort by the services to force the contractor to deliver as scheduled 
but, rather, automatic extensions of time when delivery is not made 
according to schedule. Some extensions of delivery time are essential 
because of changes in specifications or changes in other requirements 
but more effort should be directed toward accomplishing delivery in 
accordance with contract terms. This staff believes that a means of 
enforcing required deliveries, where such deliveries are a significant 
factor in the selection of a particular contractor, would be the inclusion 
in the contract of a penalty clause as permitted by ASPR 7-105. 

A review of one contract file and discussions with responsible per- 
sonnel revealed that over $1 million was paid to expedite delivery of 
3,886 trucks by 2 months. Despite this payment deliveries were not 
completed by the date originally specified. This contract was dis- 
cussed at length with responsible contracting personnel but there 
was no satisfactory explanation for this procedure and no indication 
that an evaluation had been made of the contractor’s ability to 
expedite delivery with these additional funds. The contract file 
contains a memo dated April 26, 1954 stating that the deliveries were 
considered satisfactory notwithstanding the above deficiency. 


5. MISUSE OF PRODUCTION FUNDS 


Staff investigation has conclusively shown that production funds 
are extensively used for research and development work. There is 
a lack of clear policy guidance from the Department of Defense as to 
what constitutes research and what constitutes production. 

A high level executive of a company doing a considerable amount 
of Government work told the investigating staff “off the record” that 
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a considerable quantity of production funds was being diverted to 
research and development work because there were not sufficient 
funds available in Research and Development. He stated that it 
was his estimate that as much as 30 percent of production funds are 
actually used for research and development by the contractor. 

In view of the foregoing situation the staff devoted considerable 
time and effort to an examination of this entire problem in the Air 
Force. The staff has reason to believe that a similar situation exists 
in the Army and Navy. Time did not permit an evaluation of the 
area in the two latter services. 

One airframe manufacturer was most emphatic in stating that the 
dollar amount of research development work which his company was 
permitted to allocate to Government production contracts was most 
inequitable. An annual limit of $1 million (on direct labor and ma- 
terial) for research was established in 1952 not only for forward 
pricing purposes but also for final pricing, irrespective of the general 
research costs actually incurred. This contractor admitted that 
general research performed by the company was largely within its 
own control, but pointed out that it was totally unrealistic to carry 
the $1 million limit over to the final price, or to reimbursement of 
CPFF contracts, without regard to the reasonableness of the expendi- 
tures actually incurred. 

Visits by the staff to another manufacturers’ facilities indicated that 
they had no such arbitrary amount fixed for their general research ex- 
penditures. The account was simply reviewed and research items 
were approved or disapproved according to the administrative con- 
tract officer’s (ACO’s) discretion. This, taken with the foregoing 
sramneve, is a clear indication that Air Force policy in this matter is 
acking. 

The Air Force’s failure to maintain a firm policy with respect to 
general research expenditures leaves it open to severe criticism. Un- 
der the present system one contractor can gain considerable advantage 
over another by using more funds in the general research area, thus 
developing new types of equipment with production funds at Govern- 
ment expense, and then obtain control of this pewly developed equip- 
ment from the Government. The amount of general research expendi- 
tures allowed to a contractor should not be based purely on a percent- 
age of the contracts in force. This permits the contractor with the 
greatest amount of contracts to obtain still further advantage over his 
associate and eventually become even larger with more production 
contracts. The practice of proportioning general research expenses to 
production contracts results in production items becoming more costly 
and prevents the Government from making a fair comparison of its 
production costs from the various airframe and engine manufacturers, 


R. AND D. FUNDED WITH PRODUCTION MONEY-—EFFECT ON AIR MATERIEL 
COMMAND (AMC) 


AMC budget personnel readily admitted that R. and D. projects 
are financed with production funds. This comes about because there 
is a big difference of opinion as to what constitutes prototypes and 
where the line can be drawn between development and production. 
This lack of a clear definition plus a limitation on R. and D. funds re- 
sults in quasi-R. and D. or production contracts. 
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The Air Force is operating without a clear policy guidance from 
higher authority as to what constitutes research and what constitutes 
production. Department of Defense instructions and definitions on 
this matter are ambiguous. The impact of this confusion on AMC is 
that the buying command of the Air Force may be violating the appro- 
priations acts and the intent of the Department of Defense. The 
command’s budget group do not feel they can prepare budgets which 
are defersible on a sound policy basis, and they believe AMC is placed 
on the horns of a dilemma to either fund whatever projects R. and D. 
people give them or to prove why they are not appropriate. 

AMC, at the time of the staff’s visit in October 1955, was instructed 
by Headquarters, USAF, to accept whatever R. and D. items were 
transferred by the Air Research and Development Command (ARDC) 
to be funded with production money. 

AMC personnel pointed out that from Headquarters, USAF, point 
of view, a clear definition is undesirable because it would reduce the 
flexibility of providing the Air Force sufficient R. and D. funds to 
keep abreast of the state of the art and to continue to support a 
modernized group structure. R. and D. funds have a current tenta- 
tive ceiling so it is impossible to provide all required R. and D. effort 
for the Air Force, dollarwise. 

In May 1955, AMC’s Budget Division had received a list of items 
submitted by ARDC for inclusion in the fiscal year 1956 budgeting 
program totaling $195 million and in the fiscal year 1957 budget 
estimate totaling $236 million. These requirements were trans- 
ferred from the R. and D. program to be funded from production 
appropriations. AMC budget people attempted to review these 
items to see if they were properly no longer in the R. and D. category 
but admitted this was extremely difficult because of the conflicting 
statements in policies available as to what constitutes R. and D. 
Air Force Headquarters instructed AMC to transfer the funds even 
though AMC was concerned with the consequences of the effect of 
this transfer on AMC. It possibly meant that AMC would notbe 
able to procure the 2,333 airplanes in the 1956 production schedule 
due to the absorption of the R. and D. costs. 

A member of AMC’s budget section wrote that the conflicting 
statements made a determination of applicable project funding 
extremely difficult. This led him to believe that this was the intent 
and no exact interpretation was intended. Air Research and Devel- 
opment Command had one definition and Headquarters, USAF, had 
another. 

In a presentation to General Rawlings at AMC, one of the possible 
solutions set forth to this problem was to start an educational project 
to raise the ceilings on R. and D. funds and— 
to realistically point out and include such items as the B—58 nuclear bomber, etce., 
in R. and D. appropriations. Most people (even Appropriations Committees) 
recognize the present situation. It might be desirable to face it realistically. 
The above will take considerable time, possibly years and may never be feasible 
because of the political implications. 

Lieutenant General Power, commanding officer of Air Research and 
Development Command, suggested in May 1955 to Trevor Gardner, 
Assistant Secretary, Air Force, R. and D., a new method as to when to 
cut off R. and D. funding and transfer the work to production. He 
wrote 
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we have for years displayed a fascination for the artificial division of funds 
between P-—600 and other series, considering P—600 funds “ARDC funds,’ and 
the P-100 and P-200 series ‘‘AMC funds.”’ I feel that they are all Air Force 
funds, and should be equally available for any command * * *, 


The cutoff date suggested by General Power was at that point at 
which a development plan had been accepted and/or a contractual 
source selected fora program. In this manner there would be released 
in the neighborhood of $100 million for application by ARDC to basic, 
long range development work. The Air Force then would be return- 
ing to the expressed intent of the budget code to use R. and D. funds 
for that purpose for which they were intended. He also thought that 
in this way there was no violation of the spirit or intent of either 
pee or the Department of Defense on the ceiling for R. and D. 

unds. 

Lt. Gen. D. L. Putt, Deputy Chief of Staff, Development, USAF, 
told General Power in June 1955, that he could not endorse the pro- 
gram Power had advocated. Putt wrote— 
besides violating a directive issued by the Secretary of Defense such a change 
would be certain to bring much closer control of our program by the Assistant 
Secretary of Defense (Applications Engineering) and the Assistant Secretary of 
Defense (R. and D.). For those reasons, the additional funds that we need 
should be obtained in a straightforward request for an increase in the Research 
and Development Appropriation * * *. 

AMC personnel in early November 1955 still had no definite policy 
from Headquarters, USAF, as to this problem of funding R. and D. 
with production money. 


SNARK R. AND D. PROJECT FINANCED WITH PRODUCTION FUNDS 


Northrop Aircraft Co.’s Snark guided missile has been a research 
and development project for years, costing over $206 million; however, 
68 percent, or $141 million, has come from money appropriated for 
production contracts. Northrop has protested designation of one of 
its contracts as a production type, but the Air Force has declined to 
change it even though it would benefit the program. 

Northrop’s Snark guided missile project was initiated in March 
1946. During the past few years, the program has been subjected to 
critical reviews because of extensive development difficulties. The 
December 19, 1955, Time refers to the missile as one which has had 
so many mishaps that the sea near the start of the testing range 
has been ruefully called the Snark infested waters of Cape Canaveral. 

In July 1955, Northrop made a presentation to the procurement 
directorate at AMC as to the administrative problems surrounding the 
development of the missile under 2 contracts and proposed that the 
2 be superseded by 1 contract. 

In the foreword of its proposal Northrop pointed out that one 
contract, the research and development one, had been in effect for 
9 years with over 100 items in the statement of work and 36 supple- 
mental agreements and change orders. The other contract, the pro- 
duction one, had been in effect 4% years and had 35 supplements and 
change orders. The contractor believed— 
that performance of the missile program would be materially benefited by re- 


stating the existing contractual commitments and jby consolidating the 2 con- 
tracts into 1 research and development contract. * * * 
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Nortbrop cited the following advantages to its proposal: 


(1) By consolidating the work into a single research and development contract, 
it realistically reeognized that the entire present program is research and develop- 
ment in nature and it eliminates the problems and difficulties which have resulted 
from the productions philosophy and requirements of the production contract; 
(2) by restating the present, uncompleted contractual commitments, it sets forth 
for the first time in recent years a clear and definite statement of what the Air 
Foree expects of the contractor and what the contractor understands the Air Force 
expects of it. * * * 


The Air Force’s reply to the proposal to consolidate the contracts 
into a single contract was a refusal. AMC wrote— 


comparison with other projects of a similar nature indicates the number of 
Northrop missile contracts to be less than average of the projects reviewed. 
All projects had a research and development contract and two or more hardware 
contracts * * *. No complaints from the contractors of these projects regarding 
excessive number of contracts have been made * * *, 


The funds obligated to Northrop on these 2 contracts, as of the Ist 
of September 1955, totaled over $206 million—$105 million on the 
research and development contract and $101 million on the production 
contract. The following schedule reflects the source of the money 
spent on these two contracts: 

{In millions of dollars] 


Source of funds 


Total 
amount Research and 
development 
money 


Contract 
Production 
money 


Research and development contract-_.......-.---- 
Production contract 
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1 Percent of total 68. 
RESEARCH AND DEVELOPMENT ENGINE COSTS PAID WITH PRODUCTION FUNDS 


An aircraft engine manufacturer frankly stated that during the 
last 5 years, 88 percent of research and development engineering 
costs were paid by the Government under production contracts. 
Research and development projects totaled $157,486,000 during this 
period and only $19,983,000 was financed with research and develop- 
ment funds. The balance of $137,503,000, or 88 percent came from 
production money. 

This aircraft engine manufacturer estimated research and develop- 
ment costs would amount to $46,243,000 in 1955 but 90 percent, or 
$42 million would be covered by Air Force production contracts. 

This same contractor in August 1954, in a $100,000 proposal for 
development work, wrote the Navy, Bureau of Aeronautics, that 
recognizing that the development work in question was new and 
that there was— 
no separate development funds covering these estimated costs * * * it is recom- 
mended that the * * * development costs be considered as an allowable item of 


costs in any modification on production orders * * * that may materialize from 
this program. 


The engine contractor stated that the services allow this type of 
cost because there is not enough research and development money 
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available to carry on product development work. When asking Con- 
gress for funds, the services find it difficult to justify research and 
development projects, many of which may not be productive. Since 
the services find it easier to obtain production money it is simpler to 
carry on engineering projects under production contracts. 

The engine manufacturer does not like this situation. One reason 
is that engine costs to the Government are distorted so when an engine 
"dese is quoted it is actually twice what the engine is basically costing. 

urthermore, it is not fair to the manufacturer whose production 
contracts are dwindling because without new contracts he will not 
receive funds to carry on engineering development work. This means 
that the company with the greatest amount of business has a definite 
advantage over his competitors because he is able to maintain large 
engineering staffs which are bound to turn out new products that can 
be sold to the services. 

This contractor, who was not in the category of being low on 
Government business, suggested that the services should separate 
the development work from production contracts. By doing this 
the Government would know what it is actually receiving for its 
money. 

F. REVIEWS, CONTROLS, AND AUDITS 


1, SUMMARY 


The major deficiencies in the area of procurement reviews, controls 
and audits, in addition to those discussed in other sections of this 
report, were found to be as follows: 

(a) Although all three services provide for review of contract 
actions at various levels above the negotiator, depending on nature 
of contract and amount, these reviews for the most part are examina- 
tions as to form and often amount to mere acceptance of the nego- 
tiatoc’s recommendation with no critical analysis of the underlying 
data. Such reviews build a paper record tending to show careful 
consideration, but actually serve only to delay final action. Some 
review personnel have freely admitted that they are in no position 
to take issue with the negotiator because of their lack of information 
and in some cases their lack of experience. 

(6) Lack of DOD prescribed auditing procedures for so-called 
fixed-price contracts has resulted in audit confusion and has contrib- 
uted to the negotiator’s reluctance to give much weight to audit find- 
ings. The DOD contract audit manual issued in June 1952 contains 
a statement that procedures for these contracts will be published 
later. Three and one-half years have elapsed without this being 
accomplished. 

(c) Standards for allowance of costs in so-called fixed-price con- 
tracts (price redeterminable and incentive types) have not been 
presecibed by ASPR as has been done in cost-type contracts. This 
has resulted in prolonged disputes between negotiators, auditors, 
contractors and is the subject of major complaint by both contractors 
and Government personnel. It leads to lack of uniformity in allow- 
ance of costs by the services and within the services and can give one 
contractor an unfair competitive advantage over another. It places 
the negotiator at a disadvantage in dealing with the contractors in 
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those cases where he has lack of written policy to support disallowance 
of costs. 

(d) There is a definite failure on the part of negotiators in the Army 
and Air Force to utilize audit services and audit advice to the best 
advantage. This is apparent in such statements by negotiators that 
auditors want to make “‘2 plus 2 equal 4,” and they do not understand 
the intangible factors entering into negotiations. 


2. REVIEWS AND CONTROLS 


The Air Materiel Command has the responsibility for planning and 
reviewing policies, procedures, and the administration of Air Force 
procurement and production activities. 

Within the past 2 years the Air Force has consolidated 4,000 separate 
procurement regulations found in 27 different volumes of publication 
into a single book, called Air Force Procurement Instruction (AFPI). 

The major procurement review group of the Air Force is located 
at the Air Materiel Command, Dayton, Ohio, and is called the Air 
Force Procurement Committee. This Committee reviews all pro- 
posed contracts, including any proposed supplements or amendments 
to existing contracts, involving expenditures in excess of $350,000, 
and may at its discretion, review any other contracts, irrespective of 
kind or dollar amount. The staff was informed that the review 
activities of the Procurement Committee were completely independent 
of the Government negotiators and the contractors. Investigation 
by the staff revealed this independence of review was more theoretical 
than factual. Individual interviews with negotiators produced the 
general conclusion that the Procurement Committee review delayed 
definitizing contracts, supplements and amendments about 30 days 
and caused increased workload for the negotiators because the buying 
cycle was slowed down; the negotiator’s position was diluted by the 
Procurement Committee’s “second guessing’’; and neither the nego- 
tiator nor the contractor knew their respective positions until 3 or 4 
weeks after a tentative agreement had been reached. 

A common complaint of the negotiators was that the Board would 
raise questions on relatively insignificant details and that it was only 
on rare occasions that the Board would give policy guidance or firm 
answers. 

Contrary to original advice given the staff that contractors very 
rarely had access to the Procurement Review Committee, at a subse- 
quent interview with one aircraft manufacturer, staff representatives 
were advised that in approximately 10 percent of the company’s con- 
tract negotiations, the company’s representative had to contact the 
Procurement Review Committee members to straighten out matters 
they did not understand. Another manufacturing official stated that 
in his opinion, the Procurement Review Committee would be much 
more useful and efficient if it acted in an advisory capacity which 
would include the setting of standards for the three primary buying 
groups at AMC. Based upon its review of selected contract files at 
AMC and several AMA’s, this staff is of the opinion that what is 
needed by the Air Force is a specific review group of expert procure- 
ment technicians to make examinations of all procurement operations, 
procedures, and methods to evaluate their efficiency, demand com- 
pliance with regulations where deficiencies exist, and recommend over- 
all changes and improvements to the system w here necessary. 
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The Deputy Chief of Staff for Logistics (Department of Logistics) 
has the responsibility for planning and reviewing policies, procedures, 
and the administration of Army procurement and production activi- 
ties. Although Department of Logistics has responsibility for review 
of procurement and production activities, there is an apparent lack 
of management control to determine that procurement operations are 
effectively and efficiently performed under existing procedures. 

In April 1954, the Assistant Secretary of Navy (Material) estab- 
lished a review team headed by a rear admiral to make examinations 
of procurement in each bureau and office of the Navy Department and 
Headquarters, Marine Corps, where a substantial volume of procure- 
ment is done. The experience of the review team indicated the 
necessity for a larger organization which could devote its efforts exclu- 
sively to determining the efficiency of procurement operations through- 
out the Navy. The review team was abolished on August 17, 1955, 
and on the same date a procurement review group was established, 
also under the Procurement Division (ONM). 

The primary responsibility of the procurement review group is the 
reviewing of procedures and methods used in effecting procurement 
by purchasing organizations of the Navy, to recommend revisions to 
existing procedures and methods and/or to current policy directives, 
and to analyze the effectiveness of the bureaus’ and offices’ manage- 
ment of purchasing. This group, being just organized and staffed 
during the period of this survey, will perform a function which, accord- 
ing to the observations of this staff, is much needed. The effec- 
tiveness of the group, however, cannot be determined at this time. 


3. AUDIT ACTIVITIES 


General 
Auditing within the Department of Defense is performed by audit 
organizations under the respective department comptrollers. These 


organizations and their personnel strengths as of June 30, 1955, were 
as follows: 








| Civilian Military Total 
IS PN oa 5 oon Soni ck cures ceackiesensenut 1, 992 646 2, 638 
Assistant Comptroller (Audit), Department of Navy---------- 878 88 966 
Memon Gee Ti. Bi hi WOees. . 5.2 os. < ccna secs i.e sss 1, 801 845 2, 646 
WN tcc cdabienstodakenncseon peep enudcustcssbiwed autre 4, 671° 1, 579 6, 250 


The overall mission of the audit agencies in the Department of 
Defense is to assist management at all levels in achieving efficient 
and economical administration. The auditing responsibility can be 
broken down into two major functions which are (1) the audit of 
activities and operations occurring within the departments (commonly 
termed “internal audit’’), and (2) the audit of outside enterprises in 
connection with contractual matters (commonly termed “contract 
audit’). 

During fiscal year 1955, the breakdown of time in terms of man- 
years between conducting contract audits and internal audits was 
approximately as follows: 











Contract Internal 
audits audits 


ATU AUG AMC a - «5 ercteers gah - nauin so cgink oo espeteccwccwen 1, 425 847 2, 272 
Assistant C omptroller (Audit), Department of Navy 806 117 923 
Auditor General, U. 8. Air Force 1, 158 | b| 1, 469 2, 627 


tl Total 


8,880 | 2,483 | $822 





The contract audit responsibilities of the Department Audit 
Organizations are divided into two major categories: 
1. Determination of allowable costs under cost-type contracts. 
2. Submission of advisory information involving various types 
of fixed price contracts and in some cases cost-type contracts. 
This advisory work includes the following principal classifications: 
(a) Review of contractor’s procurement proposals and 
rendering accounting analysis reports under fixed-price con- 
tracts of the price redetermination and incentive types for 
assistance to procurement agencies for negotiation. 
(6) Review of termination claims. 
(c) Advisory reports for negotiation of fixed overhead 
rates. 
In carrying out these responsibilities the services have developed an 
audit coordination program whereby one audit agency is delegated 
authority and responsibility for all contract audit work to be performed 
at a contractor’s plant for all of the military departments. As of 
June 30, 1955, there were 999 contractor locations included in this 
program. The primary purposes of audit coordination are to reduce 
the overall cost of contract auditing and to confine to one military 
department the use of the contractor’s accounting records, 


Audit procedures 

The responsibility for the establishment and supervision of the 
execution of principles, policies, and procedures of internal audit which 
includes the audit of procurement contracts was placed with the 
Comptroller of the Department of Defense by Public Law 216, 81st 
Congress. In June 1952, the Comptroller issued a contract audit 
manual which prescribes auditing policies and procedures for use by 
the audit agencies of the Departments of the Army, Navy, and Air 
Force. This manual is incomplete and contains a statement that 
audit procedures for so-called fixed price contracts will be published 
at a later date. It is suggested that the Comptroller’s staff exert 
additional efforts to comple te this necessary procedure to provide all 
military departments with a uniform basis for negotiation of these 
so-called fixed price contracts. In the interim some uniformity is 
accomplished through the issuance of joint letters by the heads of 
each audit agency and through discussion and liaison between 
departments. 


Cost principles 
Section VIII of Armed Services Procurement Regulations (ASPR) 
established the general principles applicable to se ‘ttlement of termi- 
nated fixed-price and cost-type contracts. 
Section XV of ASPR establishes standards for determination and 
allowance of costs in connection with performance of cost-type con- 
tracts and cost-type subcontracts. This section applies only to cost- 
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reimbursement type contracts and is not used in negotiating prices 
under fixed-price redetermination contracts. Due to the lack of cost 
principles applicable to fixed-price redeterminable contracts the three 
audit agencies issued joint letter No. 12 on August 5, 1949. This 
letter authorized the audit personnel of the three departments to 
utilize the contract cost principles set forth in section XV, ASPR as 
a guide in the auditing of fixed-price redeterminable contracts. 

During our review, both audit and operating procurement personnel 
stated that there was a definite need for cost principies applicable to 
fixed-price type of contracts. 

ASPR formerly pointed out that the cost principles applicable to 
cost-type contracts were not applicable to price redetermination con- 
tracts, but that they could be used by auditors in preparing advisory 
reports and by contracting officers to the extent they deemed ad- 
visable as a working guide only. 

The above meager guidance was deleted from ASPR after Depart- 
ment of Defense Instruction 4105.11 on price revision negotiations 
was issued on November 23, 1954. This instruction states that 
“Compliance further requires that pricing decisions shall not be 
made solely on the basis of a determination of cost and profit. It 
follows that the contracting officer need not negotiate agreements 
with contractors as to the individual elements of cost.” 

The lack of a set of cost principles which can be recognized by con- 
tracting officers, auditors, and contractors, as being applicable to 
price redeterminable contracts has, in our opinion, contributed to 
nonrecognition of audit findings and has hindered effective coordina- 
tion between auditors and contracting officers. 

It is our cpinion that the only way to be assured that the Govern- 
ment is obtaining fair and reasonable prices under the redeterminable 
fixed price contracts is to have costs of performance established under 
a set of cost principles recognized by contractors, auditors, and con- 
tracting officers. Once these costs are established, consideration in 
negotiation can be given to adjustment of costs or allowance of profit 
in such matters as the contractor’s general performance, efficiency, 
economy and ingenuity displayed in meeting contract requirements, 
including the delivery schedules, quality of the product, the character 
and extent of the subcontracting, changes in market conditions, 
competitive prices for the same or similar items, extent of contractor’s 
technical, production and financial risk, and Government assistance 
in the form of facilities, equipment or financing. The extent of 
consideration given the above factors should be made a matter of 
record in the negotiation files for later administrative review. 


Audit criteria 

The three audit organizations are required to audit all cost-type 
contracts and perform accounting review or audit of all prime con- 
tract termination proposals. The determination as to which contract 
shall be audited if it is one other than a cost-type contract or when 
audit assistance is required varies considerably between the services. 

The major differences between Army, Navy, and Air Force audit 
procedures and regulations are as follows: 

(a) Basis for establishment of audit obligations under other than 
cost-type contracts: 

1. Army: On request, although auditor may audit and report 
on his own election if deemed in the Government’s interest. 
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. Air Force: Auditor recommends but audit is dependent 
upon contracting officer’s request. 

3. Navy: As result of agreement with procurement activities, 
audit mandatory on: 

(a) Bureau of Ordnance:! All price redeterminable con- 
tracts. 
(6) Bureau of Aeronautics: All incentive type contracts. 
(c) Bureau of Ships:! All vessel construction and other 
contracts over $100,000. 
(d) All others: On request only. 
(6) Approval of contractors accounting systems and practices: 

Army and Air Force: Auditors report is advisory. Contract- 
ing officer has approving authority. 

Navy: Responsibility of auditor. 

(c) Final responsibility for determination of allowable costs on 
cost-type contracts: 

Army and Air Force: Contracting officers. 

Navy: Cost inspection service. 

(2) Approval of salary, wage rates and fringe benefits: 

Army: Direct salaries and wages require specific contracting 
officer approval; indirect salaries and wages, indirect fringe 
benefits, reasonableness determined by auditor. 

Air Force: Contracting officer. 

Navy: Auditor has primary responsibility for determination of 
reasonableness. 

(e) Preparation and submission of public vouchers: 

Army and Air Force: Contracting officer is the ‘certifying 
authority.” 

Navy: Auditor is “certifying authority.” 

(f) Evaluation of price revision negotiations: 

Army: Auditor expected to review and comment if he deems 
negotiations unreasonable. 

Navy and Air Force: Contract auditor has no responsibility. 


AUDIT LIAISON WITH PROCUREMENT ACTIVITIES 


The Army procurement procedures provide that the contracting 
officer should invite the auditor to act as his adviser during negotiation 
with a contractor. Based on interviews with contracting officers at 
various procurement offices, it is the opinion of this staff that such 
invitations to audit representatives are not encouraged and seldom 
practiced. This situation also exists in the Air Force to a large extent. 
In order to strengthen the Government’s position during negotiations 
for price redeterminations or price revisions, it is suggested that the 
negotiator and auditor confer on findings and the extent of concurrence 
by the contractor and that the auditor attend the negotiation confer- 
ence on major procurements. This concept of mutual participation 
at conferences should do much toward (1) accomplishing better pricing 
and more expeditious negotiations, (2) improving relations with con- 
tractors, and (3) perhaps provide a more desirable and harmonious 
working relationship between procurement representatives and 
auditors which now exist only to a very limited extent. 


' Except where exemption is requested by the contracting officer. 
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In recognition of the importance of liaison between the audit 
activities and procurement activities, the Navy has established cost 
analysis units to accomplish this function. 

These units provide direct audit liaison to the Office of Naval 
Material, Bureau of Aeronautics, Bureau of Ships, and Bureau of 
Yards and Docks. Direct audit liaison is also provided to the Avia- 
tion Supply Office, Yards and Docks Supply Office and the ships 
parts control centers as well as to four of the larger Navy purchasing 
offices. 

The audit personnel assigned to these units devote full time to the 
liaison function for the purpose of assisting the procurement activities 
to accomplish their mission. The direct liaison is provided where 
the volume of procurement actions and cost problems require it. 
The other Bureaus and procurement activities of the Navy, upon 
request, receive audit liaison assistance on a mobile basis. 


VI. SPARES AND SPARE PARTS 
A. INTRODUCTION 


In view of the tremendous variety of parts procured by the Depart- 
ment of Defense and in light of the vast sums of money expended by all 
three services in this field, parts procurement processes and procedures 
in all services were sampled and efforts were concentrated on details of 
Air Force parts procurement. 

Procurement of spare parts in the broad sense includes or is affected 
by: (1) Computing of numbers of parts required to keep end items 
operating, (2) estimating prices for these quantities, (3) submitting 
budget requests, (4) adjusting requirements based on receipt of funds, 
(5) contracting for parts, (6) administering contracts, (7) delivery from 
manufacturer, (8) storage of items, (9) distribution to the user, (10) re- 
pair and maintenance, (11) inventory control. Each of these areas 
were studied in varying degrees of intensity by the staff. 


1. GENERAL SUPPLY SYSTEM 


Each of the services has its own separate and distinct procurement 
and supply system for spare parts. No two are similar in organization 
for procurement or distribution. All differ considerably in manage- 
ment concepts pertaining to their methods of inventory control, their 
delegation of authority for buying and contract administration, and 
their procedures for computing requirements. 


ARMY 


The chief of each of the seven technical services in the Army is 
responsible for maintaining supply control of, computing require- 
ments for, and buying parts and end items of categories of equipment 
that have been assigned to his service. 

Each chief has a supply control agency, located at one of his installa- 
tions and under his direct supervision, that is responsible for con- 
trolling storage and issue of spares and spare parts (in Army vernacu- 
lar, secondary items and repair parts), and is required to prepare 
supply control studies in the form and manner prescribed by the chief 
of the technical service with the approval of the Deputy Chief of 
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Staff for Logistics. Although these studies, the cornerstone of the 
requirement computation, are performed by one agency for each 
technical service (seven agencies at different locations for the entire 
Army) each technical service negotiates and contracts for spares at a 
number of districts. Inventory control is centralized at each supply 
control agency. 

NAVY 


In the Navy, the Chief of the Bureau of Supplies and Accounts 
(BUSANDA) is responsible for mainta‘ning supply and inventory 
control of, computing requirements for, and buying the major portion 
of Navy spare parts. This authority is delegated to eight supply 
demand control points under his direct supervision. Each control 
point performs all such operations for a specified category of equip- 
ment. However, Bureaus other than BUSANDA perform these 
operations for the end items themselves. 


AIR FORCE 


The Air Force centralizes its inventory control, as well as its pro- 
curement of initial spare parts and end items at the Air Materiel 
Command at Dayton, Ohio. However, follow-on spare parts are 
procured by 15 air materiel areas (AMA) and depots in accordance 
with the category of items to which they have been assigned prime 
responsibility for inventory compilation, requirement computation, 
and purchase. Initial (concurrent) spare parts are those procured and 
delivered into the Air Force supply system concurrently with the 
delivery of the end items. These parts are for the support of mainte- 
nance during the period between initial issue of the end item to the 
user and the time required for subsequent procurement and replenish- 
ment of parts by normal methods. Follow-on spare parts are those 
parts procured subsequent to the delivery of an end item, which are 
required by the user of the end item to provide replacement of worn 
or damaged parts. 


B. DETERMINATION OF REQUIREMENTS 


All services of the Department of Defense have devised systems for 
computing spare-parts requirements. Although frequently referred 
to as formulae, these determinations are actually just a series of com- 
putations, usually in tabular form, performed by machine or hand, 
which attempt to consider the various factors affecting the require- 
ment. Computations for budgetary purposes differ from computations 
for buying purposes. All of the services base their requirement on some 
type of inventory or stock status report. This information is entered 
as one of the factors in the computation. Thus, among many other 
factors, the validity of the requirement determination is greatly 
dependent upon the accuracy of the inventory data. However, 
numerous examples of disagreement between reported and actual 
counted inventory were discovered by the staff. 

Although each uses different terminology, all services procure spares 
and spare parts in two stages, namely (1) initial or concurrent spare 
parts, and (2) follow-on or replenishment spare parts. The pro- 
cedures used for determining initial provisioning requirements differ 
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from those used for determining the replenishment requirement. The 
former is often a ‘‘guesstimate’’ based on information and judgment 
available to the contractor, the buyer, and the consumer. The atter 
tends to be a more refined computation. 


1. ARMY 


Concurrent spare parts: There are no set or officially established 
formulas prescribed by the Department of the Army for use by the 
several technica] services in determining quantitative requirements 
for concurrent spare parts. Generally, the procuring agency sets a 
percentage figure, which is applied against the money value of the 
contract, to cover the cost of the parts being ordered. The percent- 
age used shows wide variation between the technical services, rang- 
ing from a high of 20 to a low of 5 percent of the total dollar value of 
the contracts. Technical services today are screening the contrac- 
tor’s proposed list of parts more realistically against identical parts 
already in the supply system, than was characteristic in earlier pro- 
curements. These lists, during World War II and the Korean crisis, 
were frequently accepted as submitted with no attempt being made 
to screen identical or interchangeable parts therefrom. 

This method of procuring parts in earlier prcurements placed the 
technical services in the position of having to rely completely upon 
the integrity of the manufactures for the submission of realistic parts 
lists. Manufacturers have little or no knowledge of operational ac- 
tivity for particular equipments and thus cannot predict, with any 
degree of accuracy, the actual usage rate for operational parts. An 
examination of contracts in which parts are purchased concurrently 
indicates that the proposed list of parts submitted by contractors 
conforms, in many cases to the percentages set up in the requests for 
quotations by the procuring agencies. Therefore, the so-called pro- 
visioning conferences, at which the contractor and the contracting 
officer meet to determine the quantity of parts to be supplied, have 
in the past at least, been mere formalities where types and quantities 
of spare parts have been made to conform with moneys allocated, 
rather than with computed requirements. 

Replenishment spare parts: The supply control study is the formula 
for use in determination of replenishment requirements and, in addi- 
tion, is used for budget backup. 

These studies are usually made on items in the supply system 
which represent 70 to 80 percent of the dollar value of annual parts 
procurement requirements. The requirements for items having lower 
dollar values, in the aggregate, are developed from statistical reports 
received by the supply control agencies when the stock levels go 
above or fall below prescribed limits. 

While the form used for computing requirements varies between 
the technical services, each service obtains the same basic types of 
data. The primary factors considered in the supply control study 
include, but are not limited to: Average quarterly issues (from which 
the trend factors are developed), major item density (worldwide loca- 
tions of equipment), assets, due-in (ordered but not received), lead 
time, and continental United States depot level (includes mobilization 
reserve stockage objectives, MDAP, etc.). 

By computations and tie-in with supply control factors the above 
results in total requirements (cumulative) and total assets (cumula- 
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tive); the difference between the two determines the necessity for 
procurement action, reduction in the quantity of items in the supply 
system, and so for th. 

Computing requirements, by use of the supply control study, is 
a complex and detailed operation. Complexities arise for a number 
and variety of reasons; a few of which are as follows: 

(a) The necessity for applying computed factors to two broad 
categories of requirements, i. e. : peacetime materiel requirements 
and mobilization materiel requirements; 

(6) The intimate tie-in of requirements with changes in stra- 
tegic plans; involving specific decisions by the tec chnical services, 
whie h are reflected i in inventory levels; 

(c) The lack of uniformity in and the multiplicity of guidance 
manuals and documents utilized in development of requirements 
for organizational units of the Army. 

Some conception of the detail involved in the supply control study 
may be obtained by visualizing that the entries on one form, in current 
use for this purpose, may exceed 200 in number. This massive 
detail tends to create an impression of accuracy in computation, 
However, significant inaccuracies are likely to exist because the 
computations are based on factors, guidance, and assumed conditions 
that are perpetually in a state of change. 

The details involved in these studies result in a great expenditure 
of administrative effort that fails, in many cases, to prevent heavy 
initial provisioning of spare parts (a large proportion of which wiil 
never be used) and inaccurate purchase of replacement parts. 

There are other basic weaknesses in the ‘formulas’? that deserve 
consideration, if spare parts requirements are ever to be computed 
accurately. The first step in the present method is the establishment 
of trend factors (for three preceding fiscal years) which are determined 
entirely on issue experience without benefit of accurate data on the 
quantities actually needed or being consumed. Issue data are not a 
reliable index on which to compute future demand because considera- 
tion is not given to such elements as returns to stock (on a current 
basis), errors in filling orders, substitutions, end item densities, etc. 

Recognizing the need for concerted action designed to strengthen 
and improve the system, the Deputy Chief of Staff for Logistics issued 
Logistics Directive No. 181, dated August 11, 1955, setting forth ob- 
jectives for the control of repair parts. These objectives give recog- 
nition to the need for determining worldwide end-item densities, de- 
mand or usage data, maintenance evaluation during material develop- 
ment, and other important information required for accurate compu- 
tation of repair parts requirements. These are steps in the right di- 

rection; however, the gathering of such information quickly and ac- 
curately is a costly and tremendous undertaking. It is the opinion 
of the staff that present means of communication are inadequate to 
transmit such data to central inventory control points on a current 
basis. 

2. NAVY 


The Navy uses two basic approaches to requirements determina- 
tion. One method is referred to as provisioning, whereby a rational 
selection of the range and quantity of maintenance and overhaul repair 
parts required to support planned equipment programs is determined 
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concurrently at the time of manufacture and delivery of the end equip- 
ments to which they relate. A second method relates to the replen- 
ishment of items which either are not concurrently purchased with 
equipment or of items which were provisioned and changes in uses 
occurred after the initial prediction. This is also used for those items 
which are considered common use and are not directly provisioned for. 

In the first method the provisioning process commences with the 
production contract for end equipment. Based upon information 
furnished by the contractor and information available within the 
Navy a list and quantity of items to be purchased by this method is 
determined and an order is placed with the contractor. 

The second method normally covers items which are commercially 
available and parts peculiar to particular equipments which must be 
replenished for requirements not originally provisioned. 

Navy replenishment of material is accomplished by (1) the issue 
demand system and (2) usage data system. Both systems are used 
by Navy supply demand control points. The basic difference between 
usage data and issue data is the source level from which the data are 
compiled. Usage data are collected from the ultimate users of 
material. Issue data are compiled from sources within the material 
pipeline short of the ultimate consumer, such as intermediate depots 
or supply departments from which material was issued. Usage data 
are thus more reflective of the actual consumption in that they are 
recorded as parts are consumed or installed. Like the Army, the 
basic fault with issue data is that the true requirement is usage plus 
unfilled consumer orders for parts. 

A framework for each activity’s requirements is accomplished 
through the accumulation of stock status information from the Navy’s 
principal field activities which hold the bulk of the Navy’s material. 
Stock status data consist of stock on hand and expected receipts, out- 
standing obligations, planned requirements, and past issues. This 
information is transmitted to stock control points by the-field activities 
at periodic intervals (quarterly for the majority of items) and is known 
as stock status reporting. 

A stock status report is prepared by use of electric accounting 
machines, which make tabulations by stock number, by supply 
activity, and system totals; simultaneously the machines apply a 
replenishment formula to the stock status data of each item, and 
mechanically compute either the net quantity which must be supplied 
to meet the demand at each reporting activity in the future or the 
net quantity in excess of each local requirement. 

After the mechanical computation of required or excess quantities, 
such computations are reviewed by stock control specialists and 
adjusted as dictated by the logistics information, new design or obsoles- 
cence, obvious errors, and other planning data. Following this review 
the supply control points take appropriate action to adjust supply to 
demand, such as purchase of additional parts or redistribution of 
existing parts. 

A fundamental weakness in maintaining materiel requirements 
solely on the basis of past issues becomes evident when considering 
the fact that the population of the Navy both personnelwise and equip- 
mentwise changes from year to year, depending upon national policy 
and the emphasis placed on current operations. Very often future 
requirements must be ‘“guesstimated.”’ 
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It has been stated that the Navy Aviation Supply Office (ASO) 
has extended its program of stock replenishment through usage data 
to the greatest extent in the Navy. This program is a system of 
inventory control involving mechanization and determination of 
quantity requirements for procurement, distribution, and disposal of 
spare parts for the maintenance and overhaul of Navy aircraft, 
aircraft engines, propellers, and aircraft engine and _ propeller 
accessories. This system involves a quarterly computation of the 
consumer requirements for spare parts and assemblies by the Aviation 
Supply Office based on a planned program of future aircraft operation 
and overhauls plus past usage and specific application of spare parts 
and assemblies. Program includes factors on the deployment of 
aircraft, projected aircraft flying hours by model, by command, 
planned outfittings, and overhaul scheduled. 

A Monthly Inventory Report of Special Items has been established 
by ASO. This covers the status of all line items valued over $1,000, 
all items in short supply, and all perishable items (12 months or less 
shelf life). The report system was installed in an attempt to gain 
better control of high value items. 

The Navy procures for delivery currently with the plane parts 
peculiar to a particular plane on a life of type basis (i. e., estimates 
the quantity and types of spares and spare parts that will be required 
to service the plane throughout its useful life, or 5 years, whichever 
is less). By this, it attempts to take advantage of the lowest cost 
while the manufacturer is tooled up and in production on such items. 
Thus, the Navy gambles on its ability to estimate the lifetime parts 
requirement and the life of a plane and feels that any additional 
storage costs for these parts is more than offset by economies in the 
original purchase price. This is in contrast to the Air Force procedure 
where approximately 18 months’ supply of parts are provisioned for 
delivery currently with the plane and subsequent requirements based 
on usage are met through later purchases. The Air Force system has 
the disadvantage of possible higher unit cost on its later purchases. 
However, it has the adv antage of knowing that the type and quantity 
of parts more nearly meet the true requirement, thereby minimizing 
the obsolescence factor and the possible costs resulting from it. 


3. AIR FORCE 


The staff, having spent considerable time in analysis of methods 
used by the Air Force to compute requirements, has concluded that 
there is no set formula in practice for computing Air Force spare-parts 
requirements. Formulas differ with the item under consideration. 
All are tempered by judgment. Major deficiencies, weaknesses, and 
probable areas of improvement in regard to Air Force formulas are: 

Formulas are inadequate and incomplete and the results 
must be adjusted upward or downward based on class knowledge 
of personnel. 

2. The data to which the formulas are applied are often in- 
accurate resulting in erroneous determination of requirements. 

3. Formulas used for computing requirements for items with 
low issue rate do not consider erratic nature of issues, leading to 
erroneous requirements. 











52 


4. Formulas do not take into consideration cost of procurement 
and distribution of low-cost items which results in such costs 
sometimes exceeding item cost. Formulas should provide for 
balancing cost of single large procurements to cover periods 
beyond normal requirements against paperwork costs of several 
procurements to cover relatively short periods of time. 

5. There is wasted effort by Government and contractor per- 
sonnel in computing requirements. 

6. Some personnel, including supervisory personnel, were 
unable to explain factors of formulas with which they were 
working. 

7. Assumption that future spare parts requirements are in 
direct proportion to use of aircraft as expressed in flying hours 
or landings is fallacious. 

The staff was struck by the tremendous amount of time, money, 
and man-hours expended in computation of quantities of spare parts 
required to keep the Air Force operational. Large numbers of people 
continuously compute requirements at the Air Materiel Command 
(AMC), the Air Materiel areas (AMA) and the contractor’s facilities. 
Spare parts determinations start with budget estimates, supported by 
requirement-cost computations. At least 1 year prior to allocation 
of funds, these computations are submitted by each AMA to AMC 
for compilation at AMC and review at Headquarters, USAF. Ap- 
proximately a year later the AMA’s repeat this computation and 
resubmit it in the form of a buyers guide. Thus the tremendous 
number of man-hours and the corresponding dollar investment in the 
budget requirement computation cannot be used because of changes 
in the program that have occurred in the interim and because of the 
Air Force’s practice of using a different procedure for computing 
budget requirements than for computing items to actually buy. 
About July 1 of each year AMC reviews these buyers guides and 
adjusts the AMA allocation for parts procurement to conform with 
the funds actually appropriated. As of late September 1955, at least 
one AMA had still not been notified of fiscal year 1956 funds available 
for expenditure which means that approximately one quarter of the 
year had already passed in which the funds were to be expended, and 
that a great portion of the computation involved in the buyers guide 
will have to be recomputed (the third time) before buying can com- 
mence. To accomplish this, large numbers of people will be involved 
once again for periods of time varying from 30 to 90 days. Under 
this procedure contracts which should be let around the beginning of 
the fiscal year are awarded 6 months or so late, leading to wasted 
time, money, and effort at both the Air Force and the contractor’s 
facilities. 

For computing initial requirements on new aircraft the contractor 
also maintains a large staff. Before authorization to produce these 
quantities more AMA personnel review the quantities that he suggests. 

Considering the large effort presently expended in parts determina- 
tions, it would seem that this would be a profitable area of finding 
means of simplifying and improving the system. 

Formulas used to compute budget funding requirements for spare 
parts were sampled to determine their validity. Personnel at AMC 
were requested to explain the P—121 budget computation worksheet 
(used to compute airframe spares and spare parts only) and were 
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asked to explain the meaning of the factors used in the computation. 
It was learned that these people were performing a mere mechanical 
operation. They had received data from various sources, had entered 
it into a table, and had performed operations across the page in 
accordance with the headings at the top of the page. They were 
not able to explain the meaning of numbers heading the columns 
dictating the computation they were making. When the expert in 
that section also could not explain, he called other experts to determine 
why his personnel were using these numbers in the budget compu- 
tations. In due course the staff was told that one of the numbers 
contained in the formula was incorrect. The error involved in this 
computation alone resulted in an excessive P-121 budget spare parts 
computation of $1,700,000. 

As a result of the staff’s visit the formula was corrected, and 
subsequently the staff was advised on December 30, 1955, that AMC 
has adopted a new format for this computation which they state has 
specific advantages over the old one. 

Spare parts requirements are influenced considerably by the pre- 
vailing supply system which includes storage and distribution. The 
supply policies of the Air Force, as set forth in Air Force manuals for 
a nonrecoverable item, were studied in an independent research or- 
ganization by a mathematical simulation (or model) of airbase stock- 
ing and requisitioning procedures. In this study the concept of sup- 
port cost was limited to resupply cost, which includes direct and in- 
direct labor charges that are incurred at base and depot with each 
supply action, plus an absolescence cost computed from the value of 
base inventory and obsolescence rate. The resupply cost was defined 
to include all expenditures incurred from the time a requisition was 
prepared at the base through the communications depot and trans- 
portation pipeline, to the issue of the item to the using activity. It 
was found that support cost, so defined, can be reduced by increasing 
base stocks of low cost (under $10) items. This conclusion follows 
even if obsolesence rates as high as 50 percent per year are assumed. 
No definite conclusions on the treatment of higher cost items (over $10) 
were possible with the base supply models. In low cost items the 
paperwork charges frequently become greater than the cost of the 
items themselves. Analysis by these researchers revealed that in 
lieu of the present practice of determining quantities and ordering 
every 4 to 12 months, it frequently would be cheaper to make the 
initial procurement of low cost items in larger quantities even though 
the larger quantity, if projected in a requirements formula, might 
represent a 50 to 100 year supply. 

The staff concurs with a detailed analysis made by another organiza- 
tion which reported “Such slow demand, low issue and low inventory 
characteristics raise questions as to the adequacy of certain present 
logistics policies, such as stock levels at base and frequency of procure- 
ment activity by the depots and methods used to compute worldwide 
requirements for airframe spare parts. It would appear that the 
present paperwork cost of requisitioning or maintenance of inventory 
records and of procurement activities are too high relative to the value 
of material involved. It would also appear that the present tech- 
niques of computing requirements based on average consumption 

rates cannot be very accurate since items with low issue rates generally 
have erratic issue patterns as well.” 
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INITIAL PROVISIONING 


A primary difference between the Air Force and the Navy is in the 
use of provisioning parts breakdown (PPB) meetings. The Air Force 
uses the PPB meetings to develop and decide on (with the contractor’s 
assistance), quantities and types of items that will be required for 
initial support of a weapons system. There is no definite formula for 
computing initial requirements. Factors used to compute or estimate 
the quantities have been agreed to by the Air Force and the contractor 
prior to the meeting. By way of contrast, the Navy does not decide 
on the quantities at the PPB meetings, instead, Navy personnel] spend 
their time at the meeting resolving the level of replacement desired 
and in discussing with the contractor the replacement factors that will 
be used to compute their requirements. These differences have 
tremendous impact upon later production. At the completion of the 
Air Force’s PPB meeting, the contractor knows types and quantities 
of parts desired and can start to manufacture these parts immediately. 
However, under the Navy procedure, one contractor reported that 
following the PPB meeting there was a 60-day minimum delay before 
he received the type, quantity, and authorization to manufacture. 
This delay frequently extended up to 120 to 150 days. 

Under the Air Force procedure the contractor is allowed 60 days 
after the provisioning meeting to submit his priced spare parts list 
(PSPL) to the Air Force for approval. One contractor reported he had 
found that 7 days after his submission of this PSPL, the Air Force 
had incorporated the parts lists into his contract. Under this pro- 
cedure in a minimum of time the Government is aware of what it will 
pay for the parts required to support its aircraft. However, under the 
Navy’s system the contractor cannot begin to prepare his priced spare 
parts lists until types and quantities of spares desired are received. 
It then takes up to 18 months after this submission for the prices to 
be incorporated into the contract. Thus, under the Navy’s system, 
it not only takes considerably longer for prices to be incorporated into 
the contract but also takes a considerably longer time to get the items 
manufactured and delivered. 

The following is an area where, by joint effort between the Air 
Force and a contractor, dollar savings in the procurement policies of 
spare parts have been and will be realized. One contractor told the 
staff that under the B-52 program, the continuous provisioning con- 
cept (which eliminated pr eparation of the costly provisioning parts 
breakdown and provisioning conferences) has proven to be a definite 
step toward more economical provisioning and documenting of spare 
parts. An estimated savings during the first 2 vears of the B-52 
program of $1,200,000 was realized by elimination of the provisioning 
parts breakdown alone. For the first 3 years of the KC-135A program 
an estimated savings in excess of $1,100,000 is anticipated by elimina- 
tion of the provisioning parts breakdown. Such action on the part 
of the contractor and Air Force, in this instance, is commendable. 
However, checks with other contractors revealed that they were still 
using the old procedure and were surprised to hear that one contractor 
was being allowed to deviate. If the savings are as indicated by the 
contractor the Air Force should be criticized for its failure to extend 
the continuous provisioning concept to other aircraft programs. 

Many manufacturers reported that they had difficulty in obtaining 
spare parts consumption data on their aircraft. Frequently the 
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manufacturer does not know whether he is using the correct factor in 
computing the quantity of spare parts that w ill be required for an 
aircraft. However, it is his responsibility to suggest to the Air Force 
types and quantities of parts and since the data available to the Air 
Force is not always supplied to him, he sends representatives into -~ 
tield to determine this for his computers. This would seem to be 

duplication of Air Force activity. However, under the present sy sha 
it would appear that the contractor has no ‘other course of action. 


FOLLOW-ON PROVISIONING 


A large percentage of the computing effort previously described is 
expended in the area of follow-on (replenishment) spares and spare 
parts even though information recently received from one of the 
AMA’s showed that the dollar value of follow-on spares was only 
about 10 to 20 percent of the total spare-parts procurement. It was 
reported by an independent researcher who had spent considerable 
effort on the analysis of spare-parts problems, that he had found 
that the tendency of the Air Force to underfund for follow-on pur- 
chases and to overfund for initial spares tended to result in the Air 
Force purchasing large quantities of spare parts too soon. 

To determine the soundness of formulae employed for determina- 
tion of requirements for follow-on spare parts, several computations 
for requirements for specific items were reviewed. It was surprising 
to learn that after a requirement determination had been completed, 
an operation requiring a filling in of some 55 spaces on a form, the 
end result may be arbitrarily adjusted upward or downward to give 
the actual number for purchase. This adjustment is referred to as a 
tempering of requirements based upon “class knowledge.’’ On the 
fiscal year 1956 annual requirement computation for high-value 
items (initial and supplement), AMC Form 326, one of the supply 
personnel at an Air Materiel Area computed that the requirements 
for an exhaust cone assembly were 394 at a unit cost of $1,064.25. 
However, because of his class knowledge, he felt that he should adjust. 
the result to zero because he knew that the asset picture as.given had 
not included cones that had been installed on engines. To the staff 
it seems unbelievable that a man would consider some 55 steps in the 
process of computing a requirement just to satisfy an Air Force pro- 
cedural stipulation, and would then disregard his computation and 
state a requirement that he felt was more nearly the quantity needed 
by the Air Force. It is apparent from such examples that the formu- 
las used are highly inadequate. 

The Oklahoma City air materiel area was asked by what authority 
it could deviate from the result that was obtained in a requirement 
computation. Deviation was authorized by two separate AMC 
letters; namely, AMC Letter NR57-20 dated April 1, 1955, entitled 
“Computation of Fiscal Year 1956 Buyers Guide Requirements for 
Category II and III P-411 Items” and AMC Letter NR27-11 dated 
April 1, 1955, entitled “Computation of Fiscal Year 1956 Buyers 
Guide Requirements for High Value Items.” Paragraph 3i of the 
former letter stated: 
end results of computation should be tempered by judgment and experience where 
based on class knowledge adjustments are warranted. Although computational 


formulae are mathematically correct, there are none that can substitute for sound 
iudgment based on actual knowledge and experience. It is emphasized that the 
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mathematical end result can only be as accurate as the data applied in the compu- 
tation. When data is inconsistent with actual knowledge and experience adjust- 
ments become a matter of common prudence. Generally, the main purpose of 
detailed computations is to provide a guide in determining item procurement and 
disposal quantities. However, any adjustments made will be made a matter of 
record to fully substantiate and explain their changes. 

Paragraph 3D of the latter letter substantially reiterates the above. 

The significance of these two letters cannot be overemphasized. If 
a mathematical equation is adequate it does not need adjustment by 
class knowledge. Thus the adjustments noted by the staff proved 
that either the formulae or the data inserted into the formulae are 
incorrect. 

One of the reasons for the necessity of judgment factors in comput- 
ing requirements can be found in one organization’s studies which 
indicated there was no direct proportion between the dollar value of 
demand and the flying activity of aircraft as expressed by flying hours 
or number of flights. Although this organizations’ report was sub- 
mitted to the Air Force as far back as August 1954, the Air Force still 
assumes there is this proportionality in computing requirements of 
spares for budget as well as purchase. 

The cancer which threatens the whole supply structure is located 
at the point where, from past experience, one estimates demand rates 
for expensive items having a low demand rate, and then uses this 
demand rate to predict future demand. However it is this policy 
that the Air Force is using to predict its requirements for many air- 
craft spares and upon which it is basing its procurement for aircraft 
spares. 

Phe system presently used by the Air Force of using “issue data” 
for predicting future requirements is fallacious. The two major 
reasons that it is incorrect to follow this procedure are: (1) issues of 
items are not indicative of the item being immediately used on an 
aircraft, and (2) demand for an item frequently occurs without an 
issue simply because the item is not available for issue even though 
the aircraft is out of. commission for parts. 

There is a critical need for more accurate and complete data on 
demand for spare parts for aircraft by the Air Force. Data submitted 
currently by the Air Force contains many inaccuracies and deficien- 
cies. In June 1954, the March Air Force Base at Riverside, Calif., 
was checked to determine the accuracy of the ‘“B—47 spare parts con- 
sumption data report.’”’ It was found that there were approximately 
40 percent errors in the report. These errors consisted of all types, 
i. @., errors made in transferring data from the original paper by the 
key-punch operator, errors made in punching, and errors made in the 
final tabulation of the report itself. After a great effort was made to 
rectify the errors, a more recent check reve+led there were only 8 
percent errors in the report. One reliable organization that had 
spent considerable time in analysis of the Air Force problems reported 
to the investigating staff that they knew that the formulae presently 
used by the Air Force to compute quantities of individual items of 
spare parts, are almost completely inadequate and that the usual 
rules of thumb used by industry do not apply to computation of 
requirements for spares required by the Air Force. 

A recent study by one of the air materiel areas substantiated the 
staff’s findings by revealing that Air Force’s procurement status report, 
a report essential to any requirement computation for either budget 
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estimates or buying is highly inadequate and inaccurate. The pro- 
curement status report is tabulated on AMC Form 363, compiled by 
property class at each AMA, published monthly, and submitted to 
those people who have need for its use in computing requirements for 
spare parts for the Air Force. It contains such information as the 
contract number under which purchase was made, the item number of 
the part being bought as listed in the parts exhibit, the quantity of 
parts that were placed on the contract, the balance still undelivered 
from the manufacturer, the destination to which the due-in material 
is to be shipped, the stock number of the part, and the nomenclature 
of the part being purchased, One of its uses is in the preparation of 
the Buyer’s Guide, a document used to project the requirements for 
spare parts for 1 year for both procurement and repair. Thus, in- 
accuracies in the procurement status report lead to inaccuracies in 
parts requirements for any fiscal year, because the quantity on order 
and still due enters into the computation of the requirement. 

The effect of the inadequacy of the procurement status report is 
compounded. It leads to erroneous requests for funds in the budget 
estimates submitted by the AM.A’s for spare parts, for again the quan- 
tity placed on contract and the quantity still due-in is used in compu- 
tations for future programs. Inaccuracies in the report and untimely 
entries of material received into the report lead indirectly to higher 
costs of spare parts under contract. When the stock is low at a depot 

AMA, the AMA writes an amended shipping instruction (AST) 
and/or an expedite order to change the destination for delivery and/or 
to accelerate the shipment. The failure of the procurement status 
report to contain timely entries of shipments from the manufacturer 
results in AMA’s submitting ASI’s and expedites on material that has 
already been shipped by the manufacturer. 

The Oklahoma City air materiel area checked the accuracy of the 
Procurement Status Report and found many discrepancies. In fact, 
the AMA found it necessary to use the contractor’s records as a 
source of inventory. After reconciliation of the contractor’s records 
with the Procurement Status Report it was found that approximately 
5,000 documents remained that could not be processed, because of 
the intricacies of the reporting system. The major problem was found 
to be lack of document control. There were 78 procurement areas 
alone from which discrepancies could originate. 

Considering the number of AM A’s or depots involved as well as the 
number of contractors and vendors from which documents are received, 
it is impossible for the AMA to cope with the document-control system, 
the very heart of any workable system. 

The time lag between the initiation of a procurement action and the 
change reflected in the Procurement Status Report is in many instances 
6 months. 

By way of summary the present procurement status reporting 
system is handicapped by (1) the vast magnitude of paperwork re- 
quiring edit and key punch, (2) lack of control until after receipt of 
paperwork at the depot, (3) too much handling of paperwork by too 
many people at depot prior to receipt by statistical services divi isions, 
and (4) inadequate controls at depot to insure timely entry into 
mechanized files in proper sequence. 

The Oklahoma City air materiel area proposed a plan that would 
cure many of the ills mentioned above, and estimated that such a plan 
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would save about $5,000 per year. Early in September 1955 the 
AMA requested comments on the plan from an Air Force plant 
representative’s office where they proposed to test the program. 
However, late in December the AFPR had not replied and they had 
not started the test. . 


C. PROCUREMENT PRACTICES 


1. TYPES OF CONTRACTS 


Formally advertised bids 


The purchase of replacement spare parts by the technical services 
of the Army is accomplished by 1 of 3 methods: (a) Formally adver- 
tised bids, (0) negotiated bids, and (c) local purchases. 

Purchase of replacement spare parts by formally advertised bids 
conforms to the traditional methods of procurement; it affords the 
Government the maximum benefits to be derived from effective com- 
petition and the resultant economy in expenditure. This method of 
procurement has long been regarded as the best possible way for the 
Government to buy; however, it is not without fault in spare-parts 
procurement. For example, in the Army too frequently invitations 
for bids are issued containing items described by manufacturer’s part 
number only. In other bids the part being procured is specified as a 
part manufactured by X company, “or equal.’”’ The invitation for 
bid under such circumstances if often silent with respect to the 
existence or availability of drawings. In some cases the request for 
bids will state, under specific items, that drawings are not available. 
These invitations for bid are often mailed to a lengthy list of pros- 
pective bidders, but competition that results is limited because it is 
impossible for anyone not in possession of the applicable blueprints or 
drawings to submit a bid. The number of bids received from such a 
solicitation might convey the impression of wide competition, but 
there may be a number of individual items upon which only 1 or 2 
bids are received. In purchasing items of this nature the services 
should realize that no real competition exists. A more careful selec- 
tion of parts to be included in such bids should be made where an 
adequate description is not possible, or where drawings are not 
av ‘lable. 

Negotiated bids 

When determination is made that a part being procured is proprie- 
tary to a particular manufacturer, negotiation is the technical services’ 
method of purchase. The technical services maintain that under such 
circumstances negotiation is the only method of procurement. The 
manufacturers from whom such purchases are made are aware that 
no effective competition can be expected by the Government—this 
knowledge is not conducive to low and reasonable prices. Conse- 
ws the prices paid for these parts are likely to be excessively 

igh, 

There would appear to be an opportunity for the services to elimi- 
nate many of the so-called proprietary items from the parts system by: 

1. Determined and intelligent effort to develop precise speci- 
fications and obtain drawings for such items, to make effective 
competition possible ; 
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Imposing severe penalties on manufacturers who refuse to 
sasiihdl complete production drawings of such parts; 

3. Comprehensive review of parts so classified to determine 
their availability from other than a sole source; 

4. More concerted efforts to secure competition from the basic 
parts manufacturer rather than solicit end-item producers as the 
only available sources. 

The purchase practice that has led to the perpetuation of sole 
source procurements of parts has also resulted in the Government 
having to pay excessive prices for the purchase of end items in order 
to utilize spare parts already in the Government inventory. For 
example, one Army technical service justified an expenditure of 
$130,000 in excess of the low bid on an end item on the basis that the 
the cost involved in establishing a parts inventory of the low bidder’s 
parts, together with the cost of. preparing spare parts and operational 
manuals for same, would exceed the apparent saving of $130,000. 
Obviously, this thinking, if carried to an ultimate conclusion, would 
make it impracticable for the Government to accept a low bid if the 
parts and manuals of a higher bidder are already in the repair parts 
supply system, 


Local purchases 


These purchases are in limited amounts and are usually made from 
the smaller spare parts dealers or distributors in a given locality, by 
military procurement agencies in the same geographical location. 
Parts purchased under this procedure are usually procured to fill 
urgent needs of the local installation. 

Under the authority which grants depots or other local agencies the 
right to use local-purchase procedure, ¢ ‘are must be exercised to assure 
that the right is not abused. Next cert ‘authority should exercise 
control os the system by making certain that: 

The local agencies are carefully screening parts purchased 
loe lly against inventories in the regular supply system to prevent 
purchase of parts already in stoc ks 

2. Such purchases are regularly and accurately reported to 
higher authority for review. 

Reports to higher authority are made frequently enough to 
assure that orders for the same parts are not issued in series for 
low dollar amounts, exceeding in the aggregate administrative 
limitations for a specific period of time. 


2. COMMENTS ON PRACTICES 


The comments that follow are based on information developed by 
the staff in talking with contractors and officials of the three services 
who deal in the spare parts area and a review of records. 
Unwarranted obligations of funds 

A review of Navy contract No. N 383s—9700 dated January 1, 1954, 
between the Aviation Supply Office and United Aircraft Corp., Pratt 
& Whitney division, reflected that it was for the purchase of engine 
spare parts for both the Navy and the Air Force. The initial amount 
of the contract was $80,835,000, but by September 7, 1955, the amount 
was increased to $353,822,495. The staff ascertained that as of 
September 23, 1955, orders placed against the contract amounted to 
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$242,960,217, with estimated requisitions on hand of about $3,200,000. 
When it was pointed out to an official of ASO that the contract had 
been increased to over $100 million more than orders and requisitions 
on hand, he said steps were being taken to modify the contract. 
He also said the modification would change the present methods of 
obligation of funds based on subsequent ordering of definitive types 
and quantities of spare parts, which would result in the contract more 
closely approaching open-end type. He said this action was necessary 
in order to comply with section 1311 of Public Law 663, 83d Congress. 


Excessive paperwork 


One airframe contractor said the Air Force practice of buying com- 
mercial hardware on the bulk items list for delivery as concurrent 
spares is not profitable to the contractor, the subcontractor, or the 
Air Force. These are small quantities and represent a small portion 
of the spare-parts exhibit. He believes the Air Force should buy the 
items direct from subcontractor, taking advantage of opportunities 
to procure the items for application to more than just one contract. 
He said parts could be obtained that way without incurring the over- 
head and packaging costs that the contractor incurs. He said a more 
important consideration is the fact that it cost $15 per item in his 
facility to process the paperwork and this cost is passed on to the Air 
Force but does not relieve the Air Force from its own paperwork cost 
on the same item 

One contractor found that it took 98 weeks, on the average, to get 
a modification kit required as a result of an engineering change pro- 
posal (ECP), shipped to the planes requiring the change. By inten- 
sive effort he was able to reduce this time to 59 weeks. The flow of 
paperwork was such that an ECP crossed the Air Force mail room 
16 times before shipment could be made. However, when a real 
crisis arose the entire process could be accomplished in 2 weeks. As a 
result of this time lag, the kit in many cases 1s already obsolete at the 
time it arrives at the repair facility. This contractor stated it was 
common industry gossip that the Strategic Air Command has $8 
million worth of kits that they never intend to place on aircraft because 
of obsolescence, resulting from the time lag between need and incor- 
poration on the aircraft. 

Nonuniformity between services and between segments of each 
service is noted in the subject of ‘call contracts.”” One contractor 
reported that he had a call contract with the Air Force but did not 
have one with the Navy, although a plant in another part of the same 
corporation did have one. The lack of a call contract resulted in the 
generation of considerably more paperwork for both contractor and 
the Navy. For every contract placed by the Navy with this con- 
tractor a separate purchase order contract was required, resulting in 
additional paperwork and consumption of time on both the part of 
the contractor and Navy personnel. The contractor stated that 
although the Navy Aviation Supply Office was receptive to the idea 
of a call contract there had been no action by the Navy in this matter 
for over a year. The same contractor had no call contract with 
Army Ordnance, but was in the process of negotiating such a contract. 

One airframe contractor has devised a document called Illustrated 
Parts Breakdown (IPB numerical) which is a numerical list reflecting 
all the part numbers used in aircraft. This document was designed 
to replace three other documents, the old O1D class section of the AF 
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Stock Catalog, the parts application data list, and the provisioning 
parts breakdown. As a test, the contractor is using the [PB numerical 
on the B-66. They state the Air Force spent about $725,000 on 
documents for the C-124 and they estimate the cost of the IPB 
numerical (if used then) would have been not more than $300,000, or 
a savings of at least $425,000 on one aircraft contract. The Air 
Force should give immediate consideration to the feasibility of adopt- 
ing the IPB numerical in all aircraft procurement. One contractor 
reported the Air Force procedure of double identification of parts is 
unwieldy and costly. The contractor is required to segregate the 
items procured by class code, arrange them in alpha-numerical stock 
number sequence within each class code and then assign consecutive 
item numbers to the whole. If this list were in its final form when 
first submitted no difficulty would be encountered. But design 
changes may occur at the rate of 500 per month on new aircraft. 
These result in additional items under a single class code and changes 
in part numbers from one class code to ‘another. The Air Force 
requires that the same sequence be maintained, but the contractor 
reaches a point where the digits in the numbers exceed the capacity of 
= Air Force machines. In one contract a point of impasse has been 

eached and it will be necessary to either renumber the spare parts 
exhibit at a cost of $60,000 or allow the contractor to deviate from the 
procedure which would nullify a considerable amount of effort already 
expended in conforming with the procedure. 

One contractor, to effect a reduction of paperwork, presented 
for Air Force consideration in September 1955 the consolidation of 
production lists for all contracts on the B-52 program. ‘The con- 
tractor anticipates a reduction in the volume of electronic accounting 
machine cards necessary to list all model B-52 spares procurement, 
from 800,000 to 300,000 cards. Associated lists and transmittal data 
jikewise will be reduced. The total estimated dollar savings resulting 
from this proposal is $44,000 annually. 


Cataloging and stock numbers 

One contractor objects to the Federal] cataloging program in its 
present form. He said that approximately 55 percent of spares 
initially paarer ed as part of an airframe production contract and ap- 
proximately 95 percent of spares subsequently procured are new 
contractor proprietary items of a noninterchangeable nature applicable 
only to the particular airplane model for which they were designed. 
He recommended that manufacturers’ part numbers be used in the 
Federal cataloging program for proprietary noninterchangeable 
items furnished “by the airframe companies and pointed out that the 
time required to write item descriptions i in accordance with Federal 
Standard No. 5 would in many cases exceed the time required to manu- 
facture the part. Further, delays in assignment and availability of 
Federal numbers for items which require shipping documents, would 
result in delayed shipment to depots and possible nonutilization of 
aircraft waiting for spares. 

Another airframe manufacturer said be did not believe it was the 
intention of the Government to implement the Federal cataloging 
program in fields where there is little likelihood of another manufac- 
turer producing a similar or interchangeable item. He said most 
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parts of an airframe are unique to the one manufacturer. He believed 
the Government could effect substantial savings if this requirement 
were reconsidered. 

One manufacturer engaged in the production of missiles advised 
that cataloging techniques by the Army are not adequate for highly 
critical items like missiles. He said the Army Ordnance Catalog 
lists items under a single stock number on the basis of their being 
interchangeable or usable as substitutes, but has determined that 
some are not alike and not necessarily interchangeable. He believes 
this is a dangerous situation and has called it to the attention of Army 
Ordnance as it is his opinion that the use of a nonequivalent part on a 
missile may cause it to malfunction the one time it is used. 

Air Force policy requires that a contractor must obtain Air Force 
stock numbers before shipping parts from his facility to any part of the 
Air Force. This is a good policy, but refusal to allow deviations in 
unusual circumstances is not reasonable. One contractor reported he 
has had shipments on as much as a million dollars worth of completed 
parts delayed pending the receipt of AF stock numbers. An airframe 
manufacturer told of an occasion when an Air Force plane landed at 
the manufacturer’s airstrip and the pilot requested the replacement of 
a certain part on the aircraft. The part was available in the plant, 
but as it did not yet have a stock number, it could not be used to 
replace the malfunctioning part and the aircraft had to be grounded. 

Another contractor reported that he ordered, at Air Force request, 
a carload of steer hides as part of the bulk items list for concurrent 
spares on an aircraft. This contractor asked for approval to ship this 
material to the prime depot. The Air Force refused to issue shipping 
instructions until a stock number could be assigned. Before stock 
numbers can be assigned a pattern description must be written and 
this, together with a drawing of the article concerned, must be sent to 
the depet that is prime for the airplane under manufacture. The 
contractor tried to write a pattern description but could find no two 
of the steer hides of the same dimensions. Consequently it was im- 
possible for him to submit a drawing. In lieu of this the contractor 
sent a sample of one piece of skin to the Air Force requesting deviation. 
But the Air Force wanted drawings as well as the sample. After 
much discussion with the contractor, the Air Force sent a special team 
to review the situation. The team arrived, saw the problem and 
recommended immediate assignment of a number to the shipment. 
In due course the paper approval came through with this number and 
the contractor was finally able to ship the skins. 


Contract Administration 

Air Force plant representatives (AF PR) and contractors advise that 
the increasing number of amended shipping instructions is becoming 
a problem. Such instructions pertain to end items as well as spare 
parts. One contractor pointed out that in a 7-month period in 
1955 he received 657 amended shipping instructions. These items 
cause considerable time for research and preparation by both the 
AFPR and the contractor. Sometimes production lines are inter- 
rupted so items may be pulled out of sequence, and extra packaging 
costs are often incurred. It would appear that better planning within 
the Air Force could prevent the need to resort to so many amended 
shipping instructions. 
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Another complaint of Air Force plant representatives pertains to 
the promiscuous use of expedite requests by air materiel areas. Like 
amended shipping instructions, they cause interruptions to the normal 
flow of business and production and they are a reflection of bad 
planning and mistakes within the Air Force. 

Another AFPR believes that AMC should change required pro- 
cedures for handling vendors’ shipping documents (form DD-—250). 
‘T'wo copies of this document go to the AFPR, one of these to be for- 
warded to the Statistical Services Section of the prime depot. He 
believes the copy should go directly to the prime depot on the basis 
that it would avoid (1) time delay of 1 day or more, (2) chances of 
human error due to additional handling, and (3) imperfect control in 
that now the depot does not know whether it has actually received 
all shipping documents the contractor has issued. A change in the 
procedure was suggested in September 1954, but AMC has not yet 
finished consideration of this and several other proposals. 

Conversations by the staff with the Air Force administrative 
contracting officer and the cost analyst at one Air Force facility dis- 
closed that the Government representatives were exercising little 
control over the price the contractor was charging for spare parts. 
The cost analyst was checking only about 2 percent of all items, and 
they were all high-cost items. There was no spot checking of the 
low-cost items. A sampling of prices by the staff showed substantial 
price fluctuations. For example, 1 item increased from $8.53 each 
in 1951 to $15.74 in 1954. This rise in price was not consistent with 
prices of other items and the cost analyst had no explanation for it. 

One contractor indicated that the Air Force should buy direct, 
rather than through the contractor, a large amount of ‘“vendor’s 
items,”’ that is, bits and pieces purahesed by the contractor for use in 
his own end item. The Air Force is aware of the characteristics of 
the items and actually tells the contractor what quantity to buy for 
use as concurrent spares. Direct purchase would avoid paying profits 
to both the vendor and the contractor. 


D. MISCELLANEOUS EXAMPLES OF WEAKNESSES IN SPARE PARTS 
SUPPORT 


The optimum in management of spare parts means purchase of the 
correct quantity, distribution to points where needed, proper ware- 
housing to preserve the items and to have them available for imme- 
diate issue, and proper records for use in determining current stock 
positions and requirements for future purchase. The conditions and 
incidents described below are examples of weaknesses in spare parts 
support, weaknesses that are costly in dollars, in manpower and in 
time. 


1. WORK STOPPAGES ON AIRCRAFT 


The San Antonio Air Materiel Area (SAAMA) has maintenance 
responsibilities for several types of Air Force aircraft. One method 
of monitoring the repair and overhaul of these aircraft has been the 
trial use of a form reflecting various actions at SAAMA in endeavor- 
ing to obtain spare parts that were critical to the activity. This form 
was a list of work stoppages caused by the lack of critical parts. It 
showed briefly what action was taken to get the parts that were the 
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causes of work stoppages. Work stoppages were stated to reflect de- 
lays in some phase of repairs on aircraft and they might result in 
actual delays in making the aircraft available for use. A review of 
the individual cases disclosed that each one of them generated con- 
siderable work on the part of Air Force personnel, the making of 
many long distance telephone calls and the sending of many teletype 
messages In attempting to alleviate the shortages. Many of the cases 
reflected delays caused by various indications of inefficiency within 
the Air Force. Examples of these were: 

(a) Work delay on a B-47 due to the part being in the wrong 
location in the warehouse and when finally located it was dis- 
covered the part was misidentified. 

(6) Work delay on a C—124 due to the depot first advising the 
item would be shipped to SAAMA, then saying it was not 
applicable to the aircraft although maintenance people at SAAMA 
contended it was applicable. 

(ec) Work delay on a C—124 due to failure of the maintenance 
division to utilize the next higher assembly which was already 
available. 

(d) Work delay on an F—84 due to the requisition for the needed 
part being sent back and forth among three depots before one 
depot finally filled the order. 

(e) Delay on an F-84 due to inability to furnish adequate 
descriptive data to enable proper procurement action. 

(f) Delay on an F-86 due to the requisition being canceled 
three times on the basis that the critical part had already been 
issued for the aircraft, although the maintenance division could 
not locate it. 

(g) Delay on a T-—28 due to a mixup on whether authorization 
was outstanding for use of a substitute part. 

(h) Delay on a T—28 due to erroneous advice that the critical 
part was supposed to be locally purchased instead of centrally 
procured. 

(i) Delay on a T-29 due to the Joss of paperwork pertaining to 
the critical item. 

(7) Delay on a T-29 due to the lack of funds to support imme- 
diate procurement of the critica] item. 


2. AIRCRAFT OUT OF COMMISSION FOR LACK OF PARTS (AOCP) 


An analysis in September 1954 made by an independent organiza- 
tion disclosed that 9 percent of the AOCP’s studied were caused by 
the lack of critica) parts costing less than 25 cents each. The analysis 
concluded that small parts of this sort should be kept in greater supply 
even though Air Force demand rates for such parts might be very low. 
The staff concurs. 


3. AIRCRAFT NOT FULLY EQUIPPED (ANFE) 


One of the high priorities for requisitioning spare parts for aircraft 
is based on the aircraft being “aircraft not fully equipped” (ANFE). 
This means an aircraft can be flown but may not be capable of per- 
forming its estabished mission. One Air Force depot in Europe 
received a requisition on June 22, 1955, for a critical part indicating 
an aircraft was ANFE for lack of that part. The next day the depot 
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requested the part from a depot in the United States. On June 28, 
1955, the European depot advised the base originally requesting the 
item that the United States depot indicated the item was “not pro- 
cured as AF spares.”’ No further activity was indicated at the 
European depot in attempting to follow up on the critical item. As 
of November 4, 1955, the European depot still carried this aircraft 
as ANFE. A check of the stock records at that depot indicated the 
depot had on hand 2 substitute parts in reparable condition, but 
there were no work orders for the purpose of repairing the 2 parts and 
a check of the warehouse determined that the 2 reparable parts 
could not be found. 


4, ARC/22 TRANSMITTER-——RECEIVER RADIO SET 


This is an aircraft type radio which the Navy procures for all three 
services. As of October 1954 a special inventory of this item by the 
Navy disclosed that only 57 percent of the sets could be accounted 
for. Many of the new aircraft procured by the Navy were having 
these sets installed in them. Because of the loss of accountability of 
the sets, it was necessary for the Navy to continue to procure new 
sets for installation on new aircraft despite the fact that there should 
have been sets available within the system. As of July 1955 the 
Navy had additional sets on order. In July 1955 the Navy instituted 
another special inventory in attempting to locate the ARC/27 radio 
sets with the result that more sets were located. Some naval activi- 
ties have not yet reported on their installed sets and it was anticipated 
that an additional number would be reported. As of July 1955 a 
balance of 23 percent of the sets were still unaccounted for. 

Despite the special physical inventories made by the Navy in 
attempting to locate the ARC/27 radios, the staff found a substantial 
discrepancy in the records of one major air station. This record 
indicated the station had 186 sets on hand while a physical count in 
the warehouse revealed 243 sets. Another station only 30 miles 
away stated it had been out of stock of this item for several months 
and had an outstanding requisition for 16 sets over a long period of 
time, yet there were 243 sets only 30 miles away. 


5. PROPELLERS 


The Navy uses the R87HS43E60-305 propeller which costs $9,000 
each. It has procured 157 at a cost of $1,413,000. The May 1954 
Aviation Supply Office quarterly stock status report could only 
account for 62 propellers, leaving 95 unaccounted for. A special 
inventory was taken in March 1955 at which time 115 propellers were 
located. However, 42 propellers worth $378,000 were still unac- 
counted for. 


6. LOSS OF MATERIAL AT CHATEAUROUX, FRANCE 


The Central Air Materiel Area (CAMA), Chateauroux, France, has 
responsibility for the support of the United States Air Force and 
NATO country Air Forces in Western Europe. This depot was 
established in 1950 at the time of the Korean outbreak. Thousands 
of tons of material were delivered to Chateauroux before they had 
warehouse facilities to store it in, or personnel or record facilities to 
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record what was delivered. The first inventory taken at Chateauroux 
was started in September 1954. It was finished in December 1954, 
but it was not accurate or complete. Material that had been stored 
out in the open, and in mud, for periods up to 3 years could not be 
located. It was estimated that 20,000 tons of material were moved 
from open storage and put in warehouses while another 14,000 tons 
were “‘lost in the mud.” In addition, there is a considerable quantity 
of material that has not yet been identified. 


7. CHAOTIC RECORDS AT CHATEAUROUX (CAMA) 


This depot was established under emergency conditions in 1950, 
and the Air Force has not yet been able to establish accurate records 
or efficient operations. During 1955 numerous specific projects were 
set up to improve the situation but the projects have not been executed 
with sufficient vigor and their completion is not in sight. 

On June 20, 1955, CAMA submitted a listing of excess property 
to the Sacramento, Calif., Air Materiel Area wherein 99 line items 
valued at $632,540.38 were declared excess to CAMA requirements 
and disposition instructions were requested to alleviate storage prob- 
lems. On July 25, 1955, Sacramento returned the disposition request 
to CAMA and noted that the listing declared items excess although 
procurement actions had been previously initiated and were currently 
in effect to obtain many of the identical items, both for CAMA and 
for the Air Foree depot in north Africa. It was stated that 45 of 
the 99 line items declared excess were subjects of current procurement 
actions. 

CAMA officials realized their records were wholly inadequate and a 
project was set up to review all items on order from the United States. 
As of October 17, 1955, the project was only 64 percent complete with 
about 55,000 orders still to be reviewed. However, the review to that 
time resulted in the cancellation of 23,000 back orders with monetary 
value of $5,400,000. On October 4, 1955, in suggesting a special 
project to eliminate orders for items no longer needed, CAMA had the 
following to say about its current situation: 

* * * this depot is confronted daily with receipts of property from the ZI (Zone of 
Interior) that cannot be reconciled with our records. Not only are there no dueins 
to support some shipments but no dueouts or other theater requirements to 
effect utilization. As a consequence excesses are developing at an unacceptable 
rate. Nearly all classes are involved and shipments range from small resistors 
through equipment items such as shearing machines weighing thousands of pounds. 
As a general rule shipments when traced indicate requisitions that cancellation 
action was submitted on but for unknown reasons were not canceled by zonal 
depot property accounting branches. Also involved are some receipts against 
old name projects long since considered as having been complete. In some 
instances receipts are noted against antidated Air Force supply directives * * *. 

Additional problem areas at Chateauroux are highlighted by the 
following findings. (1) The daily transaction register is used to record 
receipts and issues of material. In July 1955 approximately 6,500 
transactions were posted daily, however an average of 200 negative 
balances were being posted. Negative balances indicate a minus 
quantity of material on hand, an impossible situation. Special atten- 
tion was directed to this deficiency but the posting of negative balances 
was cut only from 200 to 150 per day. (2) It was found that CAMA 
was delinquent in monitoring shipments from the United States for 
the purpose of having some shipments diverted at the port and shipped 
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directly to the using base rather than have them go to Chateauroux 
and then be forwarded to the using base. Port diversions would have 
of course saved unnecessary handling. CAMA officials indicated this 
practice was not as effective as it should have been because of de lays 
in the receipt of shipping manifests and because teletypes containing 
data for control cards were 44 percent garbled. CAMA has eliminated 
the teletypes and is having control cards eared by MATS airlift. 
(3) During 1955 a project was initiated to check on stock level balances. 
Fourteen men were assigned to recomputing stock level requirements 
and although the work was not completed by November 1955 it had 
the following results: 


Millions 
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It was stated that it would require 44 men to keep stock-level records 
in an accurate and correct status, and it was planned to utilize enough 
men to do the job. However, in November 1955 only 14 persons were 
soengaged. The failure to assign more men in the past has been costly 
in that many items of supply were excess to requirements while many 
others were not in sufficient quantity to support theater requirements. 


8. OFFLOADED MATERIAL 


At one west coast naval air station vast quantities of aviation spares 
and spare parts returned from overseas posts or offloaded from aircraft 
carriers were stacked in warehouses and in the open awaiting inspec- 
tion. It was stated that the backlog of work approximated 3 months. 
In the meantime items out of stock and reordered may be available 
in ample supply within this mass of unidentified material. 


9. ERRORS IN NAVY INVENTORIES 


The staff made spot checks of inventory records at two major supply 
depots of the Navy and compared the records with physical 
counts of the items in warehouses. Out of 39 items checked, in 22 
cases the physical count did not agree with the inventory record. 
This reflected a discrepancy in 56 percent of the items selected. 
Erroneous balances of course are reported to the aviation supply 
office under normal procedures and the erroneous information is used 
in computations designed to determine stock replenishment. 


10. ERRORS IN AIR FORCE INVENTORIES 


Spot checks by staff members of asset positions of various Air Force 
depots disclosed inaccuracies and erroneous balances of parts on hand. 
At one depot the warehouse count disclosed 54 parts on hand although 
the stock balance card reflected a total of 264 of such items. This 
error appeared to have been in existence for at least 4 months. At 
the same depot another part was in a critical status because the records 
indicated none on hand with a work stoppage involved. Parts were 
immediately ordered and subsequently received. However, an exami- 
nation of the warehouse disclosed one part had been on hand all along. 



























68 


At another depot 4 out of 10 items checked were found to be wrong. 
Among these was a rotor compressor assembly costing $22,889 for 
which the balance card reflected 3 on hand although only 2 were in the 
warehouse. 

At the same depot.an analysis was made of adjustments following 
a physical inventory. Adjustments were made to 310 different parts 
in the medium cost category ($10 to $500) of one class of parts. The 
adjustments consisted of reducing 187 balance cards by 192,949 in- 
dividual items and increasing 123 balance cards by 66,851 individual 
items. This indicates that one segment of the inventory had erron- 
eous item balances amounting to 259,800 parts which ranged in value 
from $10 to $500 each. 


ll. AIR FORCE RECORDING OF ARMY ASSETS 


The Air Force furnishes the Army Transportation Corps with quar- 
terly stock position reports on those air items stocked for the Army. 
These reports furnish information on receipts, issues and the balance 
on hand for both serviceable and repairable items. Because of nu- 
merous errors, little reliance can be placed on these reports. An 
analysis by the staff of a portion of the report covering the second 
quarter of 1955 indicated 40 percent of the line items had unaccount- 
able differences. Because of the unreliable records, the Transporta- 
tion Corps has established liaison offices at some Air Force depots to 
maintain surveillance over transactions involving Army assets. In a 
2-year period these liaison offices have found over $3 million of Army 
assets erroneously posted to Air Force accounts. During the staff 
visit at one Air Materiel Area, the Transportation Corps liaison office 
checked a September 1954 voucher reflecting the delivery of 139 
magnetos and magneto assemblies valued at $9,368 which items were 
shipped to the Air Force for the account of the Army. It was found 
that the items had been improperly credited to the Air Force’s ac- 
counts. The Army later initiated procurement action amounting to 
$7,152 for 96 more magnetos. A check of the Air Force records at 
the depot disclosed the Air Force was in an excess position with respect 
to these magnetos whereas the Army’s position was indicated as 
critical. Up to the time of the visit by the staff no action had been 
taken by the Air Force to dispose of their excess quantity or to advise 
the Army that they had this excess. An actual warehouse count of 
these magnetos reflected one hundred on hand whereas the stock bal- 
ance records indicated only 91 on hand. 

On another occasion an employee of the same liaison office saw 12 
helicopter gear boxes in the Air Force warehouse. He knew these 
were of a type normally belonging to the Army so he checked the 
Air Force records and found they had been improperly entered as 
Air Force assets instead of Army assets. The cost of the 12 gear 
boxes totaled over $4,000. 

Since the early part of 1955 the Army has been dissatisfied with 
the way the Air Force has handled the depot supply of Army aircraft 
parts. Although this activity represents only a small part of the Air 
Force’s supply activities, an agreement has been worked out between 
the Air Force and the Army to transfer these functions to the Army. 
The details for the Army plan to assume depot supply maintenance 
of its own aircraft have been worked out during the past year. In 
July 1955 Army Transportation Corps personnel advised the staff 
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they estimated that over the next 5 years, the Army would require 
3,042 additional personnel to take care of the additional depot activ- 
ities. The Air Force advised the staff that estimates of personnel 
required to handle Army assets in Air Force depots amounted to 
596 military and civilian employees in 1954. However, the Air Force 
later revised its estimates to 1,020 military and civilian personnel. 
The Army’s depot plan estimates additional funding requirements of 
$376 million over the years 1956 through 1960. The Air Force esti- 
mated that its cost in handling Army assets has been approximately 
$3 million per year. From the information received it would appear 
to be much cheaper for the Air Force to keep its supply records straight 
and to continue the depot activity for Army aircraft parts. ‘The 
staff has been advised that the depot plan had been approved in 
principle on October 26, 1955, by the Assistant Secretary of Defense 
but would not be formally approved until after it was presented to 
the Assistant Secretary of the Army on about February 1, 1956. 
The staff was also advised by an Army officer that it is not now known 
what the cost would be for the Army to take over depot activity for 
Army aircraft parts and he did not believe the costs would be known 
at the time the matter is presented to the Assistant Secretary of the 
Army for consideration. 


VII. SUMMARIES OF SELECTED CONTRACTS 


This section sets forth the results of review of selected fixed price 
contracts. In order to better understand the narrative the several 
types of fixed-price contracts are briefly described as follows: 


1, FIRM FIXED-PRICE CONTRACT 


This type of contract provides for a price which is not subject to 
any adjustment by reason of the cost «experience of the contractor. 


2. FIXED-PRICE CONTRACT WITH ESCALATION 


This type of contract provides for the upward and downward 
revision of the stated contract price upon the occurrence of certain 
contingencies which are specifically defined in the contract. This 
clause is used where a reasonable estimate cannot be made of labor 
rates or material costs. 















3. FIXED-PRICE CONTRACT PROVIDING FOR REDETERMINATION OF PRICE 









Five types of price redetermination clauses are available for use. 
however, our review was concerned with three types more commonly 
used—II-B, III, and IV. 
Form II-B 

The form II-B redetermination clause, which has been used most 
extensively in large production contracts, provides for a negotiated 
upward or downward price revision (limited or unlimited upward and 
unlimited downward) upon completion of delivery of a specified 
percentage (usually 25 to 40 percent) of the contract product, or in 
some instances upon expenditure of a designated portion of the 
estimated total cost. Prices during the initial period are subject to 
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retroactive revision at the end of that period. Forward prices are 
also fixed at that time but are subject to prospective revision period- 
ically (usually at 90-day intervals) upon demand of either party. 


Form III 


The form III clause provides for unlimited downward price revision 
at the completion or termination of performance, upon demand of 
the contracting officer. The use of this form is restricted to contracts 
amounting to $100,000 or less, primarily for research or for develop- 
mental items or services. 


Form IV 


The form IV clause provides for retroactive pricing at the com- 
pletion or termination of production and permits unlimited downward 
revision and limited upward revision. This form is authorized for 
use in negotiated contracts for supplies or services where the quantity 
being procured is moderate and- the period of delivery is of relatively 
short duration (generally 6 to 9 months or less). 


4, FIXED-PRICE INCENTIVE CONTRACT 


This type of contract provides for the adjustment of profit and 
price by a formula based on the relationship which final negotiated 
total cost bears to negotiated target cost. 

The following pages set forth summaries of selected contracts 
further illustrating the weaknesses described in the foregoing sections 
of this report. 


A. INADEQUATE PRICE NEGOTIATION 


1. Contractor: General Motors Corp. (Fisher Body Division). 
Item: T—48 tank. 


The Fisher Body Division had 3 contracts, totaling approximately 
$772,500,000. These were: 

(a) One fixed-price research and development contract with 
provision for price redetermination, unlimited downward and 
—" to 25-percent upward, for the design of fabricated T—48. 

ulls. 

(b) One fixed-price supply contract with provision for price 
redetermination in part unlimited upward, in part limited to 
25-percent upward; and in part subject to a price-adjustment 
clause permitting a percentage of profit on costs for the produc- 
tion of tanks, 90-millimeter gun T-48. (Definitive contract No. 
DA-20-018—Ord-—11276, dated February 27, 1952.) 

(c) One cost contract for facilities to be used in the production 
of T-48 tanks. (Contract No. DA-—20—018—Ord-11403, dated 
November 28, 1951.) 

This discussion is concerned with the latter 2 contracts, which 
amounted to approximately $580,400,000 for the production of tanks 
and approximately $30,100,000 for facilities. 

After the issuance of approximately 35,000 engineering change 
orders, deliveries of the tanks under the supply contract were com- 
pleted during May 1955. During our review of the procurement 
files in September 1955, negotiations were in process for a final price 
settlement. 
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This staff recognizes that there are many factors relevant to the 
negotiation of a fair and reasonable price. However, this staff believes 
that negotiations for the various supplements were often accomplished 
in excessive haste and without adequate consideration of available 
services within the procurement office and of the Army Audit Agency. 
In this procurement inadequate consideration was given (1) to the 
allocation and reasonableness of costs, (2) use of a price adjustment 
clause permitting profit based on a fixed percentage of cost, and 
(3) inspection and storage of tanks. These critical areas are discussed 
below. 

ALLOCATION AND REASONABLENESS OF COSTS 


The first price redetermination of the production contract was 
based on costs of 160 tanks and established in the contract by supple- 
ment No. 19, dated December 31, 1953. Included therein were 
nonrecurring preparatory costs, such as preproduction expense, 
rearrangement expense and special tooling, totaling approximately 
$50 million. Based on a selective examination of these and other 
costs included in subject contract, the Army Audit Agency by various 
letters and preliminary reports furnished to the contracting officer 
from April to November 1953 indicated that approximately $16 
million of costs considered as facilities should have been part of the 
facilities cost type contract but were included improperly in the 
supply contract. Other costs were deemed improper and recommended 
for disallowance. In effect, these costs increased the base for deter- 
mining profit (approximately 10 percent) in the supply contract. 
Also, the interim control and accountability of equipment required 
be the facilities contract was eliminated and only the final account- 
ability required by the supply contract was substituted. 

This subject also was reviewed by the Inspector General in report 
No. 333.1 GMC, dated September 15, 1953. From a summary fur- 
nished this staff the following is quoted: 


? 


Fisher Body Division, GMC, acquired certain ‘‘industrial facilities’? in the 
preproduction phase of the supply contract, to which the Government had no 
title, and included the cost of the facilities in the profit base of the contract. 
This was a deviation from the practice of furnishing facilities under separate, 
nonprofit facilities contract which was in existence. 


The following quotes are from a 2-page file memorandum written by 
a contract negotiator at the procurement office: 


While it is recognized that true preproduction expenses, plant rearrangement, 
and make-ready costs are properly allocable items to be amortized over the price 
for the first segment of the 160 major items, on which basis the price was negoti- 
ated, certain facilities and quasi-facilities are now included in these broad classifi- 
cations which have been pointed out by AAA, Office, of IG, and the property offi- 
cer of this district as not properly allocable to the supply contract, and which 
should have been included in toto in the facilities contract No. DA-20—-018- 
Ord-11403. 

It is not impractical for and will impose no undue hardship on the contractor 
to comply with the regulations governing identification of property acquired for 
the account of the Government by Government property tags, nor to enter such 
property on the official Government property records. 

In conclusion, before the proposed supplement No. 19 to subject contract is 
executed, and the proposed redetermined prices for the major items are contrac- 
tually established, it is suggested that the entire list of questionable facilities and 
quasi-facilities should be reexamined in the light of the clear intent of ASPR section 
XIII, so that the last error will not be greater than the first. No one has the au- 
thority to bargain away the vested interests and inherent rights of the Govern- 
ment as established by acts of Congress. 
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Regardless of the above, the cost,of the questioned facilities was in- 
cluded in the supply contract, resulting in increased profit to General 
Motors in excess of $1 million. 


PRICE ADJUSTMENT CLAUSE PROVIDING FOR PROFIT BASED ON A FIXED PERCENTAGE 
: OF COST 


Supplement No. 21, dated January 28, 1954, set a unit price of 
$95,000 each for 2,100 tanks (item 14). This supplement included a 
clause providing for adjustment of the unit price if the contractor is 
required to pay amounts in excess of, or less than, stated amounts for 
material and labor. 

In such event the unit price of item 14 may be adjusted upward or downward. 
In no event shall any adjusted unit price exceed $95,000, except that any changes 
in the specifications will be the basis for equitable adjustments in the unit 
price * * *, 

In regard to negotiations for price adjustment this clause provides 
that— 
the Government shall receive the benefit of decreases experienced by the con- 
tractor in the amounts for material and direct labor as set forth in paragraph a: 
Provided, however, There shall be setoff increases, if any, experienced by the con- 
tractor in other cost categories, and the adjusted unit price for item No. 14 will 
include an allowance for profit equal to 9} percent of the said adjusted unit 
price. 

This profit rate amounted to 10% percent of costs. This clause 
providing for a percentage profit is in direct conflict with the oen- 
gressional prohibition against such contracts. ‘Two subsequent price 
adjustments for change directives amounted to approximately 
$15,600,000, which increased the base for the determination of profit. 

In addition to the illegal element of this clause (incorporated in the 
contract January 28, 1954), the apparent haste to negotiate and lack 
of review are evident in a memorandum from the Chief of the Legal 
Division to the deputy district chief, which states in part— 

Legal Division was asked to concur in the form and substance of subject supple- 
ment at about 10:30 a. m. on January 27, 1954. This request for legal considera- 
tion was the only formal contact with this Division regarding the additional pro- 
curement involved since receipt of the procurement directive early in the fall of 
1953. A draft of subject supplement, prepared by Industrial Division personnel 
alone, was presented to the contractor for its review. This violation of accepted 


standard operating procedures accounts for the difficulties with which the 
contracting officer has been faced * * *. 


INSPECTION AND STORAGE OF TANKS 


Weaknesses in the administration of the contract were noted 
by the Inspector General in a report dated September 1953. <A 
summary statement therefrom indicates, “tanks produced under 
contract ORD-11276 were in outside storage without maintenance, 
and were deteriorating.”” Several supplements were issued to this 
contract totaling approximately $18 million for the reprocessing, 
modification, and rehabilitation of tanks. 


2. Contractor: Zenith Radio Corp. 


Item: Fuze, grenade, rifle 

Contract No: DA 11-022 ORD 1234 and 1699 F.P. Form IIB. 
Date: April 23, 1953 September 30, 1954 
Quantity: 750, 000 1, 132, 000 
Unit price: $5. 59 $3. 69 


Total amount: $4, 192, 500 $4, 177, 080 
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The first repricing point on contract No. 1234 was reached on 
October 31, 1954, for over 400,000 units. The Army audit report is 
dated March 8, 1955. A subsequent audit was made when production 
was substantially complete on contract No. 1234 to establish a unit 
price for contract No. 1699. This second Army audit report was 
dated July 20, 1955. The Board of Awards approved the final con- 
tract price on September 20, 1955. In negotiating the final price for 
contract No. 1234, the contracting officer apparently did not make 
use of the second audit report which provided actual production costs. 
By using current available information in negotiations, the contracting 
officer would, in all probability, have caused a savings to the Govern- 
ment in excess of $100,000. 


> 


3. Contractor: Western Electric Co. 
Contract No.: DA-36-039-SC-—66319 
Type: IIB revised 

Item Radio set AN/TRC 24-35-36 
Price $18, 584, 766. 78 

Date June 15, 1955 


The price quoted by Western Electric was substantially higher than 
prices quoted by Phileo but award was made to Western in the above 
amount on the basis of maintaining a mobilization base. Since 
prices were higher than Philco quotations, Western Electric was 
requested to submit a detailed cost breakdown which they refused 
to do. 

A TWX sent to Western Electric because of inadequate price 
breakdown stated: 

From Sigsu—FM 3 re your proposal AN/TRC-—24-35-36 dated May 10, 1955 
request you submit supporting detail for cost elements on form IC2 bids CMM 
bill of materials CMM direct labor hours and rate CMM loading factor CMM 
same for line 5/A list of special tooling CMM detail breakdown of line 8/A 
engineering/BTL/1. 

COMMANDING OrFicerR, Lab Proc Office, Sig Corps. 

Western Electric called John F. Myron, Signal Corps contracting 
officer, on June 6, 1955, and indicated that it was not their policy to 
submit any further breakdown and that none would be furnished as 
such submission would be tantamount to giving the Government a 
preaudit. 

This is another situation where the contractor’s policies are inflexible 
und the Government is told the basis upon which it shall negotiate. 
According to the files of discussions it was not possible to accomplish 
an adequate price analysis of this contraetor’s quotation without 
further detail; however, none was forthcoming. 


4. Contractor: Western Electric Co. 
Contract No.: DA-—36—039-SC-—65942 
Tvpe: IIB after 60 percent completion 
Item: Services-material Alaska communication system 
Price: Target $2,040,359.93—-Ceiling $2,242,764 
Date: September 30, 1954 


This was a sole source negotiated contract on the basis of section 
2 (c) (1) of the Armed Services Procurement Act. 

For all practical purposes the contractor dictated the terms and 
price of the contract with little indication of any intensive negotiations 
on the part of the Government. 
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The quotation of the contractor contained a target price and ceiling 
price which are identical with those in the contract which is indicative 
of little, if any, negotiation as to price. 

The contractor’s quotation also indicated: 

Station and depot spares will be determined by the contractor. Standard 
Western Electric nomenclature will be used and no Signal Corps stock numbers 
are to be required. Signal Corps nomenclature nameplates will not be furnished. 

This provision was included in the contract word for word. 

The contractor also indicated that his quotation was conditioned on 
the allowance of all engineering costs incurred subsequent to July 1, 
1954, in anticipation of getting the contract. The contractor required 
that the following provision be included in the contract which appears 
inappropriate and not in keeping with sound procurement practices: 

For the purpose of this contract all allowable engineering costs which have 
been incurred by the contractor from July 1, 1954, in anticipation of this contract 
and prior to signing of this contract, would have been considered as proper items 
of cost under this contract shall be considered proper items of cost hereunder. 

The contractor also indicated that his quotation was based on the 
Government furnishing boarding-lodging facilities for the contractor’s 
personnel similar to those furnished an officer of field grade (major or 
better) and also furnishing transportation at and between sites of 
work at all unattended stations. Other such stipulations were in- 
cluded in the quotation and the identical wording of the contractor 
was included in the contract. 

The contractor also required: 


The Government will furnish experienced installers as determined by Western 
Electric Co. to work a minimum of 48 hours per week. 


According to the file the Chief Signal officer informed the House 
Appropriations Committee on May 7, 1953, that the equipment on 
this purchase request would be placed in service in July 1955. The 
contract when viewed provided for “start of installation June 30, 
1956,”’ “completion of installation November 3, 1956.” 

The Government requested the inclusion of a form IV price rede- 
termination clause to provide for price revision at the completion of 
the contract but the contractor insisted on a II B clause providing 
for price revision at 60 percent of contract completion. The con- 
tractor’s wishes in this respect were included in the contract despite 
the ineffectiveness of a II B clause in a short term contract. 

From the record, some of which is quoted or noted above, the terms, 
prices, conditions, etc. were almost completely dictated by the 
contractor even to the extent of the inclusion of engineering costs, 
“in anticipation of getting the contract,’’ which would be subject to 
question, or at least a questionable practice. 


5. Contractor: Federal Telephone & Radio, Clifton, N. J. 
Contract No.: DA-36—-039-SC-12102 
Type: Fixed price, type IV 
Item: Radio receivers 
Price: Target, $4,441,848.71; ceiling, $5,044,416.29 
Date: January 19, 1951 
This contract was negotiated under section 2 (ce) (1) of the Armed 


Services Procurement Act as a sole source procurement on the basis 
p 
of maintaining production base. 
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The use of a form IV price redetermination clause appears geneity 
able in view of the period of time covered by the contract. ‘The facts 
in this regard are as follows: 

Letter order, January 19, 1951. 
Deliveries to be completed, May 1953. 
Deliveries actually completed, February 1955. 

In view of the fact that this contract covered a period of over 4 
years, it would not appear that form IV was the appropriate price- 
redetermination clause; also it would appear that many of the charac- 
teristics of an illegal cost-plus-a-percentage-of-cost contract are 
present. 

From the file of negotiations it appears that the contractor was 
somewhat pressured into giving a quotation prior to his having been 
given all pertinent de tails. There follows some quoted sentences 
from a telephone conversation transcription of May 19, 1951, between 
the contractor and the Signal Corps agency: 

Federal: All of the leader contracts we have seen so far have been cloaked in a 
lot of conditions which have made them unacceptable to us in some phases. Now 
how are we going to take care of that? 

Signal Corps: What we want is a firm quote and we can help you get those other 
trivial things worked out later on. 

Federal: If we’re making a firm bid to you it’s a question of whether we can 
sustain that with the subcontractors. 

The contractor did not feel that conditions such as delivery terms, 
payment and other special terms that might be imposed were suffi- 
cieatly definite to give a firm quote for inclusion in the contract. 
The contractor definitely felt he did not have all of the facts and hence 
it was difficult to understand how a realistic price could be quoted. 
Even though there may have been urgent need for these items, still 
the contractor was entitled to all of the facts before committing him- 
self pricewise even if a price-redetermination clause was to be in- 
cluded. It appears that price redetermination in this case was to 
take care of any and all deficiencies in the negotiation. 


6. Contractor: Hazeltine Corp. 
Contractor No.: DA 36-039 SC 36590 
Type: Fixed price, price redetermination clause LV 
Item: Radiobeacon, AN/DPN-31, $632,110 
Date: June 30, 1953 


This procurement is for the development and fabrication of subject 
procurement. A type IV price-revision clause is designated for use 
in short-term contracts. In this contract, deliveries were scheduled 
through the latter part of 1955. The contract price was based on 
costs as submitted by the contractor without change. A price in- 
crease of approximately 25 percent was granted to the contractor in 
February 1955 on contractor’s submitted cost data based on engi- 
neering estimates. A listing of material components was not fur- 
nished and the award was recommended on the basis of ‘‘best price 
obtainable.” A review of this contract indicates use of improper 
ty type of contract and lack of adequate negotiation. 


Western Electric Co., Inc. 
Contracts with Western Electric Co., Inc., for the Nike and M33 


antiaireraft fire control system projects have amounted to over a billion 
dollars. Although various types of contracts were let, most of the 
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dollar value was subject to price revision as part of fixed-price 
contracts. Many of these contracts were complex in nature and were 
awarded on a sole-source basis. However, the contractor took many 
exceptions to standard contract clauses which required approval by 
higher authorities. Our review of various contract files reveals the 
frequent frustrations of Ordnance officials to establish a reasonable 
profit during price negotiations. Giving consideration to the produc- 
tion efficiency of the contractor; the small risk assumed, considering 
the use of price revision clauses; and the large amount of subcontract- 
ing which varied in some cases from 35 to 50 percent, it is our opinion 
that profits allowed were generally excessive. 

Western Electric Co., Inc., a prime contractor, has subcontracted 
over a hundred million dollars to Douglas Aircraft, Inc. 

An example of excessive profits is apparent in Western Electric 
contract No. DA-30—-069—-ORD-1020 with Army Ordnance Corps. 
Douglas Aircraft Co., Inc., as subcontractor received a purchase order 
for $1,833,000 on a cost-plus-fixed-fee basis. On this contract Douglas 
then issued a second tier CPFF subcontract for outside manufacturing 
amounting to $1,818,351.64. Douglas incurred direct labor and other 
costs amounting to only $14,648.36 and received a fixed fee of $97,187. 


8. Contractor: Western Electric Co. 

Contract No. DA-30-069-OR D-764. 

Item: Spare parts, second year maintenance for M-33 AA fire- 
control system. 

Cost: Letter contract dated June 1952 in the amount of $11,696,000, 
increased to $24,393,659 by supplement No. 6 dated April 30, 
1953. Definitive contract dated March 25, 1953. Form II 
with unlimited upward price revision. 


This contract followed the pattern for most of the Western Elec- 
tric Co.’s contracts with the Government; numerous special contract 
clauses were requested by the company and granted by the Government. 

Overtime for work resulting from disasters, breakdowns, delays, 
local operating emergencies, emergency maintenance work to keep 
plants and facilities in operation, plant guard forces and fire protection 
forces and continuous operations peculiar to the processes in the con- 
tractor’s facilities required to perform subject contract, etc., were 
requested by Western Electric Co. and granted. Costs resulting from 
overtime were deemed to be allowable items of cost. 

Review of the contract did not reveal the type of formula used in 
determining requirements for the spare parts purchased, 

The district board of awards took strong exception to a profit rate 
of 11 percent of cost quoted by Western Electric Co. and refused to 
approve a contract carrying this rate. Western Electric Co. main- 
tained that a 11-percent profit was their standard rate for the other 
military services and, therefore, a lower rate was unacceptable to 
them. Because the board of awards would not approve the rate re- 
quested, the Western Electric Co. took the matter to G—4 in Washing- 
ton on February 18, 1952. G-—4 directed the district to approve the 
award on the basis of additional facts presented by the Western 
Electric Co. The file did not contain the additional facts. 

On April 10, 1953, G—4 and the Office of Chief of Ordnance approved 
a ll-percent profit rate for Western Electric Co. on all contracts 
under negotiation with the Ordnance Corps. This approval is 
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contained in Army file reference G/4/E-—1, 17220, 160/1759 Western 
Electric Co. 

With regard to the approved rate of profit, it is significant to note 
that certain items in this contract have shown substantial increases 
during the life of the contract. For example, item No. 6 for 113 
each part No. GS—16840 heater kits, which resulted from ch°nge 
order No. 23, was originally priced at $2,178 each and in the final 
settlement schedule (reviewed in September 1955) was listed at $2,705 
each or approximately $60,000. When questioned by the negotiator, 
Western Electric Co. indicated that they were embarrassed to have 
made such an error. 


B. DISADVANTAGES OF SOLE SOURCE PROCUREMENT 


|. Contractor: Western Electric Co. 
Contract No.: DA-36-039-SC-—36552 fixed price Form II B. 
Item: TS 43/PT telephone set 100,000 each. 
Price: Target, $17,333,866.18, ceiling, $18,531,281.70. 
Date: June 1952. 


This is a sole-source procurement directed by Office Chief Signal 
Officer under provisions of ASPR 3-214 and 3-216. Justification for 
single source is based upon the fact that research and development 
was performed by Bell Laboratories, a subsidiary of the Western 
Electric Co., and therefore no other source had the know-how to do 
the job. 

It was the intention of the Signal Corps to have a second source of 
supply for this item, but the Western Electric Co. refused a request 
by Signal Corps to act as leader for another source and, further, 
refused to offer subcontracts for any portion of the item. The 
original approval of G-4 was for 1,000 units only on a sole-source 
basis, with the stipulation that the Western Electric Co. was not to 
be awarded additional quantities as a sole source. However, the 
quantity was increased to 100,000 units and awarded to the Western 
Electric Co. who continued to refuse leader assistance or the offer of 
subcontracts. The attitude of the Western Electric Co. is shown 
in the following excerpts from the minutes of the board of awards 
committee on June 6, 1952: 

Our procurement data is of such a nature today that we ought to be able to 
get a second source on this. 

You mean the leader-follower principle? 

No, not necessarily, but there should be at least a second source or a subcontract. 

That could probably be done, but Western Electric Co. won’t accept it. 

We still feel from a mobilization standpoint that we should have two manufac- 
turers making the TA-43. There is an ample quantity here for two manufac- 
turers and our mobilization requirements call for more than one source. 

Is this a single procurement? 

Yes. 

I was told 2 months ago the total was 140,000 and that this time it is very likely 
they will have more complete data and will be able to solicit a second source. 
Western Electric Co. had the research and development contract for this item, 
and so far, know the most about this. This is the only way we can place this 
procurement at the time. We can’t subcontract because Western Electric Co. 
won't have this. 

I have gone through this before, but I still wanted to get it on the record. 


Policies of this type have been characteristic of the Western Electric 
Co. in all of its transactions with the Signal Corps. In addition, they 
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dictate their terms on a take-it-or-leave-it basis, with respect to con- 
tractual provisions. ‘They refuse, in many cases, to accept standard 
contract clauses that are required of other responsible contractors. 

The Signal Corps was placed in the position of having to accept 
Western Electric Co. as a sole source due to corps failure to require 
the Bell Laboratories to furnish production drawings as a part of the 
research and development contract. This requirement could and 
should have been included in the contract regardless of the fact that 
an emergency existed. 

The development production contract awarded to Western Electric 
Co. was a fixed-price Form II B calling for price redetermination at 
40 percent of completed production or expenditure of funds, whichever 
occurred last. The award was made in 1952 and with production of 
over 90 percent of the units completed in mid-1955, no price redeter- 
mination had been accomplished. Therefore, the advantages of this 
contract form were not realized. 

Delayed deliveries under the contract were due entirely to deliberate 
delivery stretchouts by the Signal Corps. 

In July 1955 the Signal Corps Supply Agency, Philadelphia, Pa..,. 
was in receipt of purchase directive No. 02-690056—01-—1 for 42,000 
additional units. On November 15, 1955, the staff was informed by 
the Office of the Deputy Chief of Staff for Logistics that this procure- 
ment by the Signal Corps in Chicago is being made by formally 
advertised bids. These bids were to be opened on December 1, 1955.. 


C. UNREALISTIC AND COSTLY DELIVERY REQUIREMENTS 


1. Contractor: Hubeny Bros., Inc. 
Contract No.: DA-30-069-ORD-938, Form II B redetermination 
at 40 percent of deliveries. 
Item: Shell, 90-millimeter, heat T108E45, changed to T108E40. 
Original quantity 115,800 each, increased to 160,300 each. 
Price: Current total, $3,648 322.39. 
Date: September 5, 1952. 


At the time the award was made to Hubeny Bros., Inc., this was a 
new item that had not been previously produced. However, delivery 
of the pilot run was required in January 1953; 2,500 units in February 
1953 and continuing production at the rate of 10,000 units each mont 
thereafter. Thirty-one months after the award, deliveries totaled 
39,400 units; 36 months after award a total of 69,900 shells had been 
delivered. The Government paid to the contractor as of September 
13, 1955, a total of $1,711,974.44, under a contract clause providing 
for partial payments up to 90 percent of the cost of labor and material. 
The first 10 shells were not delivered until February 4, 1954. 

In September 1955 the records of the New York ordnance district 
office showed deliveries under the contract to be current. This status 
was established by retroactive revision of the delivery schedule to 
provide for delivery of 39,400 units before March 31, 1955, and a 
continued production rate of 8,500 to 9,000 units each month through 
June 1956. 

The contractor is not responsible for the lack of accomplishment 
under this contract, because, as of June 1955, there had been a total of 
77 engineering change orders issued by Army Ordnance. In a letter: 
dated April 23, 1953, the contractor stated his position as follows: 
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1. Change order No. 7 placed a mandatory change in production and limited 
us to expenditure of funds. 

2. Continuous changes reflected in additional change orders impeded program 
due to necessity of obsoleting parts, tools, jigs, fixtures, ete. 

3. Improper specifications covering component parts, cause delay in ordering 
of parts from vendors and delay in start of tools and molds. 

The history of the contract indicates that these conditions have 
prevailed up to the present. Other current producers of this item 
have had similar trouble. 

The constant flow of changes has resulted in costly contract admin- 
istration and other undetermined losses resulting from mandatory 
obsolescence of tools and machinery. 

Without the benefit of redetermined prices because 40 percent of 
deliveries was not accomplished until July 31, 1955, and in the face 
of changes to date the Ordnance Corps requested this contractor on 
June 30, 1955, to submit cost data to be used as a basis to award him 
a continuity contract for an additional quantity of 99,900 shells. 
Hubeny’s proposal in response to this request was submitted to 
Ordnance Ammunition Command on September 28, 1955, for approval 
and allocation of funds. 


2. Contractor: Reo Motors, Inc. 

Contract No. DA-—20-018—-ORD 9194 

Type: Price redetermination form I\ 

Item: Trucks, 2% tons 

Price: $23,997,091.77 

Date: June 30, 1950 

Of significance is the fact that $1,341,103.98 was authorized in 
supplement 1 of the contract for the purpose of accelerating deliveries 
from August 1951 to May 1951. In other words, deliveries were to be 
completed 3 months sooner than as originally specified in consideration 
of $1,341,103.98. 

Before this supplement was issued the file reflects that acceleration 
of deliveries was discussed with the contractor and it was determined 
that $70,000 (not $1,341,103.98) was required for special tooling 
to expedite deliveries to May 1951. 

However, subsequent to approval of this proposed $70,000 supple- 
mental award by the Chief of Ordnance, a meeting was held to further 
discuss the accelerated delivery situation. Memorandum for the 
file, dated November 13, 1950, signed by Clinton R. Tobey, special 
assistant to district chief, reads in part as follows: 

7. Major Delaney and the writer pointed out that at the time the accelerated 
production was requested of Reo and Studebaker no increased costs were indicated 
to these prime contractors by Timkin and that the first official indication obtained 
was at the meeting held at the Detroit Ordnance District on September 14, 1950. 
It was pointed out that the acceleration sipplements were processed to staff on the 
basis of the additional tooling necessary to reach the accelerated production 
rate but that no amount had been included for increased costs of axles to the prime 
contractors. Major Delaney stated that it would not be easy to submit a further 


request for approval to staff to accomplish what had originally been considered 
to have been covered. 


In other words, $70,000 was originally considered as all that was 
necessary to expedite delivery; however, it was increased to $1,341,- 
103.98, to expedite delivery, presumably on the basis that all factors 
were not considered initially. 

As mentioned in paragraph 1, deliveries were to be accomplished 
not later than August 1951, although the contract did require a given 
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number of units at specified times prior to this date. According to 
data furnished the committee staff, the following deficits in delivery 
existed: 
(a) Deficit as of final date set forth in amended contract 
June 30, 1951, 876 units, about $5 million. 
(b) Deficit as of August 31, 1951, which was the original con- 
tract date of delivery, 357 units, about $2 million. 

A memorandum on file dated April 26, 1954, indicated deliveries 
were considered satisfactory. It also indicated that a strike occurred 
and this apparently was considered as a minimizing factor, although 
the strike started about 2 months after deliveries were supposed to 
be completed. There was no supporting data in the file or otherwise 
for this statement that deliveries were satisfactory. In fact, it 
appears that this important contract delivery obligation was handled 
in a purely perfunctory manner. 

From the records and from discussions with personnel it would 
appear that over $1 million was paid to expedite deliveries, whereas 
deliveries were not completed even by the original contract date of 
August 31, 1951. The deliveries were completed in April 1952. 

3. Contractor: Western Union Telegraph Co. 
Contract No.: DA-36-039-SC-36558 F. P. Form IIB 
Item: Terminal telegraph AN/FGC-29 
Price: (Initial), 18 each at $75,259.20, target $1,767 ,486.69, ceiling 
$1 944,235.39 
Date: June 27, 1952 


The original delivery schedule called for completion by April 1954. 
As of October 29, 1955, the first production unit had not been de- 
livered. In April 1953 Western Union Telegraph Co. was asked to 
quote on 25 each additional units that resulted in an award to them 
for that quantity. These additional units and components have 
increased the contract to a current target of $6,180,808.56 and a 
ceiling of $6,843,101.15. The new delivery schedule, shown as cur- 
rent, requires two units in December 1955 and complete delivery in 
September 1956. 

he minutes of the Awards Committee dated June 17, 1952, indi- 
cated that only 15 to 20 percent of the money being spent for this 
item was to cover development. Therefore, the award was made on 
the premise that most of the development work had been done. 

The unrealistic delivery schedule contemplated by the Signal Corps 
was recognized by the Western Union Telegraph Co. who originally 
refused to bid and stated that the equipment was too complex to be 
delivered in a reasonable period of time. 

Western Union, in a letter to Procurement Intelligence Branch of 
the Laboratory Procurement Office, under date of September 22, 
1953, stated in part as follows: 

Contractor has been trying to adhere to the delivery schedule, but due to 


considerable engineering changes by SCEL, has had to roll back the delivery 
schedule. 


This statement is valid and is substantiated by the Coles Signal 
Laboratory in a report to the Procurement Office under date of 
September 29, 1953, which stated that engineering changes (not yet 
covered by engineering change orders) had been estimated by Western 
Union Telegraph Co. to cost $982,517.00. This estimate was accepted 
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as the cost of the changes and approved by the Laboratory’ Procure- 
ment Office on the basis that, “‘“* * * bid is high but is the best that 
can be obtained.”’ 

On April 18, 1955, the contract was amended to provide for addi- 
tional literature at a cost of $51,514 which was considered by the 
Signal Corps Publications Branch to be excessive. In overriding the 
Awards Committee, the philosophy of dependence upon price rede- 
termination for protection was well expressed by the contracting 
officer who justified his action as follows: 

* * * The contracting officer feels that the Government’s interest will best be 
served to accept the contractor’s cost asis. Every effort has been made to have 
the contractor reduce his price, but to no avail. 

To pursue any other course of action at this time would not produce the desired 
results, and as a last resort, the Government’s interest will be fully protected 
by form IV, price redetermination article, which is contained in the contract 
(modification No. 12), 

The following contract should be considered in relation to the 
foregoing: 

Contractor: Western Union Telegraph Co. 
Contract No.: DA-036—-039-SC-26598 F. P. form IV 
Item: Terminal telegraph AN/FGC-29 


Price: 27 each at $95,186.60... ____- ’ $2, 570, 038. 20 
Spare parts at 20 percent _- ’ 512, 603. 00 
eee. B50) Ek hs L balls .danany SpOeth 20 

OCemie ss dcluus v: biidebws 2h _. 3,359, 897. 00 


(12 percent spread) 
Date: June 25, 1954 

The award was justified on the basis of ASPR 3-210, and hence is 
a sole source procurement. 

The award of this contract, to fill alleged requirements of the Air 
Force under an Air Force MIPR, is not realistic because no deliveries 
had been made on contract No. DA—036—039-SC-36558 placed in 
1952. The Air Force indicated in their MIPR that this equipment 
was needed as soon as possible. The wording of the MIPR, therefore, 
implies a degree of urgency. Before Signal Corps awarded the con- 
tract they advised the Air Force by letter dated April 5, 1954, as 
follows: 

If this quantity was to be delivered subsequent to the quantity now on order, 
best delivery possible would commence in August 1956 and end in September 1957. 

The Air Force informed the Signal Corps that the best delivery 
possible was acceptable to them. 

Mention should be made of the fact that the unit price paid for 
these equipments is about $23,000 per unit in excess of the prices 
accepted under the previous contract. 


D. MISUSE OF PRODUCTION FUNDS 


The following contract examples serve to illustrate that as long as 
planning, requirements, and schedules are based on untested aircraft, 
untested engines, untested equipment, and uncontrolled costs there 
will continue to be costly procurements from which the Government 
cannot possibly expect to receive a dollar value for each dollar ex- 
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ended. Moreover, these examples confirm the fact that production 
unds are being used fairly indiscriminately to support development 
activities under the guise of production contracts. 


1, Grumman Aircraft Engineering Corp., Bethpage, Long Island, 
N. Y., F10F-1 program. 

The F10F-1 was proposed to be a high performance fighter aircraft 
with adjustable wings. The development of two experimental models 
of this aircraft was initiated under contract NOAS 7982 dated April 
22, 1946. 

Contract analysis 

A letter of intent dated August 18, 1950 (NOAS 51-140), was issued 
to Grumman for 12 model F10F-1 aircraft. No price was set forth in 
the letter of intent; however, the estimated tentative unit target price 
reflected in the workpapers was $1,200,000 and the total estimated 
contract value was $18,864,000. Deliveries were scheduled to run 
from January to December 1952. 

Amendment No. 3, dated January 30, 1952, was issued to the above 
letter of intent to construct a static test article and conduct structural 
tests. The workpapers reflect that the estimated cost for this work 
was $3 million. 

Amendment No. 4, dated February 6, 1952, to the above letter of 
intent extended the delivery dates of the aircraft to run from Septem- 
ber 1952 through May 1953. 

A letter of intent, dated February 10, 1951 (NOAS 51-639) was 
issued to Grumman for an additional 70 model F10F-1 aircraft. The 
estimated unit target price of the aircraft was $500,000 with the total 
contract cost of $44,800,000. 

The first letter of intent was converted into an interim incentive 
contract in November 1951; however, the contract was back-dated 
to August 18, 1950. The contract stipulated a unit price of $1,643,- 
925.78 for each of the aircraft, and a total cost of $23,086,982.36 for 
the 12 aircraft. The total cost did not include the cost of the static 
test article nor cost of the structural test program inasmuch as the 
contract price was to be later adjusted by amendment. The de- 
livery dates of the aircraft were to run from April 1953 through 
January 1954. 

In November 1952, amendment No. 1 to the contract established 
the price of $3,886,000 for the static-test article and the structural 
test program. 

The second letter of intent was not formalized into a contract. 

The contract (NOAS 51-140) was terminated for the convenience 
of the Government on June 12, 1953, whereas the letter of intent 
(NOAS-51-639) was terminated for the same reason on March 31, 
1953. 


Comment 

A high ranking naval officer advised that due to the continuance of 
difficulties encountered in the design for the aircraft and the ultimate 
determination that the F10F-1 design was not a valid one it was 
necessary to terminate the contracts. He stated that there were no- 
deliveries of production airframes due to engineering difficulties and 
the nondelivery of the J40-WE-8 Westinghouse engine. 

A naval civilian aeronautics specialist, in substance, furnished the 
same information relative to the F10F-1 aircraft as is set forth above- 
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It is interesting to note that contract NOAS 51-140 was in exist- 
ence for approximately 3 years and the follow-on letter of intent in 
excess of 2 years. ‘The total estimated termination cost to the Gov- 
ernment under the program was $15,960,802, as at September 29, 
1955, without the receipt of a single F10F-—1 aircraft. 


2. Convair (formerly Consolidated Vultee Aircraft Corp.), San Diego, 
Calif., R3Y 1.2 program. 

The R3Y is a four-engine turboprop cargo-transport seaplane and 
was preceded by an experimental model, the XP5Y. 
Contract analysis 

A letter of intent, dated August 18, 1950 (NOAS 51-143) was issued 
to Consolidated Vultee for six model R3Y-1 aircraft. The estimated 
unit target price reflected in work papers but not in the letter of 
intent was $5,500,000 and the total estimated contract value was 
$41,580,000. The deliveries were scheduled to run from March 1952 
through November 1952. 

Another letter of intent (NOAS 51-665) was issued to Consolidated 
Vultee in February 1951 for five additional R3Y-1 aircraft. The 
estimated unit target price reflected in the work papers but not in the 
letter of intent was $2,500,000 and the total estimated contract value 
was $15,875,000. 

The above-mentioned letters of intent were combined and converted 
into an incentive fixed price production contract (NOAS 51-143) in 
September 1951, with interim redetermination for the 11 aircraft. 
The contract was back dated August 18, 1950. The tentative unit 
target price reflected in the working papers was set at $5,331,888. 
The total contract value was increased to $72,899,333. Deliveries 
were to begin in May 1953 with final delivery in December 1953. 

Amendment No. 6, dated February 24, 1953, amended the contract 
to convert six R3Y-1 aircraft to the R3Y—2 bow loader design, with 
total contract price increase of $2,309,031. The delivery schedule 
was again revised with the first delivery in August 1953 and the last 
in May 1954. 

Subsequent contract amendments repeatedly increased the contract 
price and extended the delivery dates of the aircraft. The contract 

required completion of the work by June 1955; however, the aircraft 
had not been finally accepted by the Navy as of December 20, 1955. 


Comment 

This program is an example of waste of funds and time and the 
use of an incentive fixed price production contract for an initial pro- 
curement of a small quantity of 11 aireraft under circumstances 
where the airframe and Government furnished equipment were not 
developed or proven. at the time the letter of intent was issued. 

A contractor’s official advised that approximately 40 percent of 
the funds expended on the aircraft should have been considered 
research and development rather than straight production. 

Despite the tremendous cost and delay in time to date, a $12.2 
million airframe improvement and modification program has been 
approved to increase the aircraft performance. Already there have 
been 50 change orders issued on this improvement and modification 
program. In addition, there has been approved $13.1 million to 
bring the Government furnished engine-propeller combination to an 
operationally acceptable condition. 
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The total cost allocated by the Bureau of Aeronautics for the 11 
R38Y aircraft, as of December 20, 1955, was $231.1 million without the 
final acceptance of a single aircraft by the Navy. 


3. Douglas Aircraft Co., Inc., 

El Segundo, Calif., 

A2D-1 program. 

The A2D-1 was a proposed carrier-based turboprop attack aircraft, 
Contract analysis 

A letter of intent (NOAS 12026), dated June 30, 1950, was issued 
to Douglas for production of 10 model A2D-1 aircraft. No price was 
set forth in the letter of intent. The tentative target price reflected in 
the work papers but not in the letter of intent was $1,550,000, and the 
total estimated contract value was $18,585,000. Deliveries were 
scheduled from December 1951 through June 1952. 

The letter of intent was converted into an interim incentive fixed 
price production contract (NOAS 12026) in January 1951; however, 
the contract was back-dated to June 30, 1950. The contract set a 
tentative unit price of $1,745,552 for each of the aircraft, and a total 
cost of $20,311,372.86. 

A second letter of intent (NOAS 51-138), dated August 18, 1950, 
was issued to Douglas for 81 model A2D-1 aircraft. No price was 
stated in the letter of intent; however, the work papers reflect a tenta- 
tive target price of $450,000 for each aircraft and a total estimated 
contract value of $48,114,000. 

The second letter of intent was subsequently converted into an 
incentive fixed price contract (NOAS 51-138) which was dated back 
to August 18, 1950. The contract set a tentative target price of 
$368,629.32 and a total cost of $39,413,846.89. Deliveries were sched- 
uled to run from July 1953 through January 1954. 

A third letter of intent (NOAS 51-631), dated February 10, 1951, 
was issued to Douglas for 250 model A2D-1 aircraft. No price was 
stated in the letter of intent; however, the work papers reflect a tenta- 
tive target price of $325,000 for each aircraft and a total estimated 
contract value of $101,562,500. 

In summary, 3 production contracts were let to Douglas under 
this program which resulted in 2 formalized contracts for 91 air- 
craft amounting to $59,725,219.75, and a letter of intent for 250 addi- 
tional aircraft at the estimated contract price of $101,562,500. This 
is another case where production contracts were let on an unproven 
airframe and an unproven engine which could not be combined into a 
satisfactory aircraft. 

Contract NOAS 51-138 and letter of intent NOAS 51-631 were 
terminated for the convenience of the Government on September 16, 
1953, whereas, contract NOAS 12026 was terminated for the con- 
venience of the Government on August 26, 1954. 

Douglas Aircraft Co., Inc., delivered 6 airframes under the program 
which cost $14,935, 864.98 and had submitted contract termination 
costs amounting to '$39, 474,729.42 as of August 31, 1955. It can be 
readily seen that the 6 airframes cost the Government $9,068,432.40 
each for the total cost of $54,410,594.40 as of August 31, 1955. 


Comment 


A naval officer advised on October 4, 1955, that the A2D-1 smnete 
program was discontinued mainly. due to the difficulty with the 
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Allison division of General Motors Corp. T40—A-—6 engine which 
held up delivery of the aircraft. He stated that the airframe had 
design errors; however, the deficiencies could have been overcome had 
the engine proven out. 

4. General Motors Corp., Allison division, Indianapolis, Ind. 

The Allison division of General Motors Corp. is an Air Force 
cognizance plant. The Navy Bureau of Aeronautics requested the 
Air Force to purchase Allison T40-A—6 and T40—A-10 turboprop 
engines. 


Contract analysis 


The Air Force negotiated fixed-price contract AF 32 (038) 1673¢ 
dated July 10, 1951, for 250 T40—-A-6 turboprop engines for coon 
A2D-1 aircraft at a unit price of $146,200, or ‘total value of 

$36,550,000, and 66 T40-A-10 turboprop engines for model R3Y 
aircraft at a unit price of $146,200, or total value of $9,649,200. 
Details of supplemental agreement to the above contract for spare 
parts, ete., are not being set forth. 

A letter of intent (AF 33 (038) 6544) was subsequently issued to 
Allison division as a follow on contract for 719 T40—A—6 and 80 T40 
A-10 turboprop engines. 

Both engines were unsatisfactory. The Allison division delivered 

1'40-A-6 engines and 167 T40—A-10 engines prior to contract 
termination for the convenience of the Government. It is to be 
noted that 74 T40—A-6 engines were modified to the T40—A-10 
configuration. After partial termination of the above-mentioned 
letter of intent the remaining engines were added to contract AF 
(038) 16730 by Supplemental Agreement N20. There was no termi- 
nation cost to the Government under the letter contract. 

The Allison division considers Contract AF 33 (038) 16730 to have 
been terminated by the Air Force on October 15, 1953, for the con- 
venience of the Government. 

The Air Force advised on September 29, 1955, that the contract 
was partially terminated during 1953 by several separate actions and 
that the termination charges to the Government under the contract 
will be approximately $34,500,000. 

An official of the Allison division advised on November 8, 1955, that 
the termination charges under the contract will amount to $33,790,000 
which included the charges made by subcontractors. 

An official of the Allison division advised on November 8, 1955, that 
a fundamental lack of knowledge existed concerning large propellers 
which placed a high load on the T40—A-6 engines and consequently 
affected the stability of the aircraft. The design factors of the engine 
were not adequate and a deficiency in altitude tests was noted; how- 
ever, there was not sufficient time to correct the deficiencies in the en- 
gine. The official stated that the deciding factor to terminate the 
A2D-1 aircraft program occurred during a highly instrumental test 
flight when the front gear box of an engine became disengaged and 
flew off; however, the pilot was able to make a successful landing. 
He stated that the T40-A-6 engine is no longer in development or 
production. 

The same official stated that the A2D-1 aircraft engine program 
slowed down the R3Y aircraft engine program to the extent that when 
the high altitude fuel consumption deficiency became apparent it was 
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too late to correct the deficiency. He stated that a proposed correc- 
tion in the T40—-A~-10 engine will eliminate the high-altitude fuel con- 
sumption problem with the R3Y aircraft. 

An official of the Allison division advised on November 8, 1955, 
that the General Motors Corp. fears publicity in connection with the 
A2D-1 aircraft program similar to the newspaper and congressional 
exposé of the McDonnell Aircraft Corp., F3H—1 program for which the 
Westinghouse Corp. designed and built the unsuccessful J40 jet engine. 


Comment 

This unsatisfactory engine program was a contributing factor to 
the costly terminated Douglas Aircraft Co., Inc., A2D-1 aircraft pro- 
gram for which little was received by the Government and to the 
staggering high cost being incurred under the Convair R3Y-1, 2 air- 
craft program. The A2D-1 and the R3Y-1, 2 aircraft programs are 
set forth elsewhere in this report. 


5. MeDonnell Aircraft Corp., St. Louis, Mo. 

This staff, during its investigation discovered the costly F3H-—1 air- 
craft program during the early part of July 1955. Since the exposé 
of the McDonnell F3H-1 aircraft during the latter part of September 
1955, it has been a topic of numerous publications and a congressional 
investigation with subsequent open hearings, therefore, only a brief 
summary of the findings of this staff is set forth. 

The F3H-1 was a proposed high performance jet aircraft on which 
the Navy gambled and lost an estimated $173,300,000—and 5 years. 

The first production contract entered into in March 1951 showed 
an estimated unit price of $200,000. The estimated price was subse- 
quently increased to $385,000. It was later increased again to 
$775,000. The contractor proposed a subsequent increase to 
$1,024,200 per airframe. 

Additional contracts were entered into with Goodyear for 100 
planes and Temco for 160 planes. Both of these contracts were 
terminated after costly tooling-up at the expense of the Government 
and an additional contract was entered into with McDonnell for 378 
planes. McDonnell delivered only a total of 58 planes out of the 
528 ordered. 

The Navy evaluated the program in January 1955 as follows: 

1. The aircraft will not be a first line; fleet service, all weather 
fighter. 

2. The Westinghouse J40-WE-22/—22A engine is very unde- 
pendable and a poor performer. 

3. Backfitting of a portion of the F3H-1 aircraft with the J71 
Allison engine for use as a missile chase plane is being considered. 
A final decision was to be dependent on the availability of 
adequate quantities of a qualified J71 engine. 

4. The F3H-—1 looks like a fleet liability. 

The F3H-1 aircraft was 1 of 3 different aircraft designed for the 
incorporation of a Government furnished J40 Westinghouse jet engine. 
This engine at the inception of the airframe production contracts was 
as unproven engine. The Westinghouse J40 engine program is set 
forth elsewhere in this report. 

Failures and changes in the Westinghouse J40 engine required 
McDonnell to redesign, rework, and retest various sections of the 
aircraft. Also various and sundry engineering defects in the airframe 
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had to be corrected. A complete new wing structure had to be de- 
signed and installed which necessitated the redesigning of the aft and 
center fuselage structures. The Government furnished radar proved 
to be unsatisfactory and had to be replaced by another model. The 
fire-control system was also unsatisfactory which necessitated the 
redesigning of the airframe nose in order to install an alternate system. 
All of these changes wasted time and skyrocketed costs. 

It appeared to some officers that this aircraft was a failure 2 years 
prior to complete termination of the contract; however, Navy policy 
permitted the contractor to pile up additional expense while the 
matter was presumably being considered. 

A rear admiral, who was Deputy and Assistant Chief of the Bureau 
of Aeronautics until his retirement on June 30, 1955, was interviewed 
on September 28, 1955, in his new capacity as vice president in charge 
of procurement of the McDonnell Aircraft Corp. He advised that 
the F3H-1 is a flyable aireraft and that its described underpower is 
attributed to its characteristics in altitude flight over 35,000 feet. 

The chief test pilot of McDonnell Aircraft Corp. was interviewed 
later in the same day and in the presence of the above-mentioned 
individual. The chief test pilot, who had logged 220 hours in test 
flights on the F3H-1, stated that, in his opinion, the aircraft should 
be permanently grounded, and no attempt should be made to fly the 
aircraft in the future. He advised that the F3H-1 would give the 
fleet and McDonnell nothing but trouble. At this point the vice 
president in charge of procurement made a hasty departure from the 
room. 

To further substantiate the above-mentioned opinion of the Me- 
Donnell’s chief test pilot, early January 1956 issues of Washington 
newspapers carried photographs of F3H-—1 aircraft being towed 
through the streets of St. Louis en route to barges. The aircraft were 
to be transported to various locations for future use in the ground 
training of personnel. 

Westinghouse Electric Corp. J40 Series Jet Engine Program 

The costly failure of the Westinghouse J40 engine series was included 
in the congressional investigation of the McDonnell Aircraft Corp. 
F3H-1 aircraft program. The F3H-1 aircraft was but 1 of 3 aircraft 
production programs affected by the J40 engines; therefore, a brief 
summary of the overall engine program is being set forth. 

Contract NOAS 10385 was let to Westinghouse for 231 J40 series 
jet engines, costing $51,586,581. 

A high ranking Navy civilian employee stated that production 
was started on this engine before research and development comple- 
tion. The Navy not only went into production on an undeveloped 
engine but also let production contracts on three different airframes 
for use with this engine. The airframe contracts were all terminated 
after considerable cost. 

Westinghouse originally guaranteed certain engine performance 
which it was never able to meet. The engine was derated several 
times because of reduced thrust, increased fuel consumption at all 
speeds, weight increase, and bulk (size) increase. 

The same official stated that a part of the difficulty was lack of 
know-how by Westinghouse and also that they had a bad labor 
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situation. He said investigations had been conducted in the West- 
inghouse plant concerning possible sabotage in connection with the 


engine. 

Extra high cost was incurred because normally research and 
development costs rise until production starts, then it drops off 
sharply with only research oak development cost being incurred to 
clear up small defects. On this contract, however, research and 
development cost did not drop but continued at high level throughout 
the life of the contract as Westinghouse tried to produce specification 
engines. 

The same official admitted that the engine was a complete failure. 
Even so, the contract was terminated for the convenience of the 
Government and not for default. The last 38 engines were accepted 
uncompleted at 89 percent of contract price, 41 additional engines 
were completed and accepted at 100 percent of price, the only savings 
being a waiver of complete testing. They have an expected life of 
5 to 6 hours and are permanently grounded. They may be used for 
experimental work, by the Bureau of Ships, and also in guided missiles. 

When asked why the contract was not terminated for default, 
high ranking officials stated that there would be difficulty in deter- 
mining the degree of responsibility of contractor versus responsibility 
of the Government; also that damage charges incurred by the Gov- 
ernment if charged back to the contractor would close up the plant 
and cost the Navy a source of supply. 

Another official stated that they ine attempted to terminate for 
the convenience of the Government with a “no cost’’ settlement as 
default cases were always appealed to the Contract Termination 
Review Board in the Pentagon and the Navy could not win. 

The Westinghouse Electric Corp. had submitted an interim claim 
under the contract in the amount of $352,165 as of August 29, 1955. 


7. Chance Vought Aircraft, Inc. 


An example of the difficulty and waste in production contracts in 
the attempt to mass-produce aircraft before research and development 
is completed is set forth in the 1954 published financial report of 
Chance Vought Aircraft, Inc.: 

* * * * * * * 


The principal production project in the year 1954 was the Navy’s 
model F7U-3 Cutlass, a twin-jet, carrier-based fighter aircraft. From 
the beginning the Cutlass program has been beset by delays and 
development problems of the engines which an engine manufacturer is 
furnishing for these airplanes. During the year 1954 it became 
apparent that the task of introducing a carrier-based fighter of radical 
design such as the Cutlass with the severe handicap of an unsatis- 
factory powerplant was beyond realization under the schedule ordered 
by the Navy. Accordingly, the program was reduced in January 
1954, and two important schedule stretchouts were effected during 
the year. It is expected that the Cutlass and its engines will be 
subject to development problems throughout part of the year 1955. 

In November a production order with a contract value of almost 
$70 million covering 96 model A2U-1 twin-jet aircraft, the attack 
version of the Cutlass, was canceled by the Navy. The development 
and supply by an engine manufacturer of a new and improved engine 
model required for the model A2U-1 airplane was unacceptably late 
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and therefore the Navy found it necessary to cancel the engine pro- 
gram. No suitable alternate engines were available. This production 
program was originally scheduled for delivery during the years 1955 
and 1956 * * *. [Norg.—lItalics supplied.] 


8. Contractor: Collins Radio Co. 
Contract No. DA-36-039-SC-4743 
Type: IL B 
Item: Radio set AN/GRC-19 
Price: $13,986,511.20 

A letter contract was issued on September 15, 1950, and provided 
for entering into a definitive contract within 90 days, extended to 
150 days, 210 days, 249 days, and finally 279 days. 

In authorizing overtime, in a memorandum dated June 18, 1951, it 
was stated: 

It is essential that the contract delivery schedule be fulfilled in order to meet 
requirements. It is the opinion of the undersigned contracting officer that the 
overtime and shift pay which is included in the proposed price is the minimum 
required to accomplish the required delivery schedule. 

In other words, overtime and shift pay was authorized on the basis 
of meeting the delivery schedule which is summarized from the 
contract file as follows: 


Delivery of principal item 3___- a _... Start October 1951. 
Complete May 1952. 
Revised in definitive contract._....._.......- Start October 1952. 
Complete May 1953. 
Revised again_ , Start October 1953. 
Complete May 1954. 
Revised again_ ae et _......--. Start March 1954. 
Complete February 1955. 
Revised Qmltl o< . ~ semicnswnnads eee ii ation .. Complete November 1955. 


Actual deliveries as of June 30, 1955—320 units out of 1504. 


As of August 18, 1953, by which date the original contract provided 
for completion of all deliveries, the following is quoted from a memo 
to Signal Corps Procurement Agency from the Coles Laboratory: 

1. This laboratory does not consider the contractor’s technical progress either 
satisfactory or acceptable for period covered by invoices Nos. P—842 and P-—855 
* * * This answer is based upon the failure of the contractor to meet promised 
delivery schedules on the preproduction samples. 

Quote from memo to Signal Corps Agency from Coles Laboratory 
dated June 10, 1954: 

1. The fourth preproduction sample of Radio Transmitter T-195 GRC-19 
was received by this laboratory on April 26, 1954. 

_ 2. The major defects are poor workmanship and defective clutch mechanism 
in the variable air capacitor. 

August 14, 1954, memo from Coles Laboratory: 

In view of the above, the contractor’s technical progress to date is considered 
unsatisfactory and the contractor has been so informed. 

Quote from January 25, 1955, letter to C. O. Laboratory Procure- 
ment Office from Chief, Procurement-Maintenance Engineering 
Division: 

The nature of the defect will have a serious adverse effect on operation of the 
equipment and appears to be a design weakness. 

Since the equipment is still deficient 5 years after the letting of a 
production contract it appears that there was no gain to the Govern- 
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ment in awarding a production contract; the delivery schedules were 
unrealistic and somewhat automatically extended as the contractor 
fell behind and the whole period of contract administration has been 
extremely costly. 

In addition to the above contract and in the face of development 
panes additional contracts for the same item were awarded as 
ollows: 


DA-36-039-SC-9392 $1,465,709.08—June 30, 1951 
DA-36-039-SC-36529 $56,835,242.19—June 26, 1952 


In other words, an additional $58 million was obligated at a time 
when the first preproduction model had not been developed and as 
noted above there were still deficiencies in the item as of January 1955. 
This appears to be a very unsound practice and has the appearance of 
merely obligating funds. 


9. Contractor: Federal Telephone & Radio Corp. 
Contract No.: DA 36-039 SC 3916 
Type: Fixed price—price redetermination clause IV 
Item: 391 radio sets AN/TRC 29 and parts, $13,073,117 
Date: June 16, 1951 


This was a development production fixed price contract awarded 
after issuance of a letter order in September 1950. The contract 
provided that various experimental and design models would be de- 
livered during 1951, preproduction models would be delivered in 
February 1952, and all units would be delivered by April 1953. 
Because of various difficulties, the preproduction models were delivered 
during 1954 and the first production models were delivered during 
1955. The current delivery schedule extends to December 1955. 

It appears that the form IV price redetermination article was im- 
properly used as instructions provide that it shall be used where the 
quantity being procured is moderate and the period of the contract 
does not cover an extended period of time. 

The file history of this contract indicates a series of difficulties 
encountered by the contractor which seriously delayed production. 
Such delays are attributed to the contractor who, (1) greatly under- 
estimated the engineering effort required to complete the development 
of the contract, (2) was overcommitted during the development phase 
of these contracts and as a result insufficient engineering effort was 
assigned, (3) submitted poor mechanical designs resulting in frequent 
rejection of design approval and preproduction models, and (4) 
ineffectively administered subcontracts. 

An important factor in effective administration of a contract is the 
assignment and retention of experienced personnel to deal with con- 
tractors. After award of the subject contract, it was transferred for 
administration four times. 


10. Contractor: Kleinschmidt Laboratories, Inc. 
Contract Nos.: DA-36-039-SC-—36548-36549-66320 
Type: IV 
Items: Components for automatic switching equipment 
Total prices: Approximately $10,500,000 
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Contracts were awarded on a sole source basis to the contractor as 
follows: 


DA-36—039-SC—36548 June 25, 1952—-1418 units 
DA-36-039-SC-36549 (66334) June 25, 1952—199 units 
DA-36—-039-SC-—66320 June 29. 1955—1.055 units 


(Nore.—Contract 66334 replaced contract 36549 on July 1, 1955, 
inasmuch as funds expired on June 30, 1955, and were not certified 
by the Secretary.) 

These contracts were awarded on a sole source basis since Klein- 
schmidt was the developer of certain components of this equipment 
and according to the Signal Corps they were the only company which 
could produce the units by June 1954. It should be noted that as of 
October 19, 1955, no deliveries had been made and development 
difficulties are still being encountered according to contract personnel 
responsible for the administration of these contracts. Because of 
mistakes, engineering changes, etc., as reflected in the files, deliveries 
are not scheduled to be completed until September 1956. ‘The 
delivery schedules were obviously unrealistic (or the stage of develop- 
ment was not properly evaluated). 

It is apparent from the facts at hand that it was inappropriate to 
use a type IV price redetermination clause in view of the state of 
development of the equipment and in view of the delivery schedule of 
at least 2 years which has now — extended to over 4 vears, with 
no deliveries as of October 19, 1955. It will undoubtedly be at least 
4 and maybe 5 years before a a redetermination can be accom- 
plished. It is quite apparent that considerable difficulty will be 
encountered since at the present time there is considerable confusion 
concerning inadequate accounting records on the part of the con- 
tractor and confusion concerning the allocation of development costs 
on the part of the Government. 

In connection with development costs there is considerable conflict 
within the Signal Corps as to the allocation of costs as between the 
three contracts. According to the contracting officer now administer- 
ing this contract, the first contract, No. 36548, will bear all of the 
de ‘velopment costs except some minor amount that may be allocable 
to a minor change in the motor in the second contract, No. 36549. 
However, when it was necessary to terminate contract 36549 because 
funds were expiring, it was indicated by the Signal Corps: 
that approximately $215,000 has already been expended in the development of 
the equipment, termination without simultaneous execution of the proposed 
contract is not in the best interests of the Government. 

In other words, although the second contract, No. 36549, only carried 
a few thousand dollars for minor development costs during the nego- 
tiation period, the chief signal officer was advised that $215,000 had 
been spent in this area; in view of these alleged facts the second con- 
tract was canceled on June 30, 1955, and replaced with a new contract 
on July 1, 1955. From conversations with contracting personnel it 
appears that practically all, if not all, of the $215,000 is allocable to 
the first contract and not the second, although the justification for 
replacing the second terminated contract was on the basis of the 
$215,000 already having been spent. There was some indication at 
first that there were major differences between 25—25X and 27 models 
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but later it was indicated that for all practical purposes the items were 
the same except for some relatively minor differences in the motor 
which should not be expensive from a research or development stand- 
point. It is obvious that there was inadequate coordination between 
these two contracts and. perhaps between all three. This lack of co- 
ordination, and conflicting opinions is going to make ultimate price 
redetermination extremely difficult. 

To further indicate the seriousness of the price redetermination 
problem there is quoted below the first paragraph of a memorandum 
dated February 24, 1955, to the Signal Corps Supply Agency in 
Chicago from the Army Audit Agency: 

The Army Audit Agency has found it necessary to suspend all audits of the 
subject contractor. It has been determined that the contractor’s records are 
inadequate for the proper control of material costs. The contractor was unable 


to furnish the Army auditor with a bill of materials or to account for excess pur- 
chases for specific contracts. 


It should be noted that after 24% years of working under the first 
contract that the contractor does not have an adequate accounting 
system. This situation apparently still prevailed as of October 7, 
1955. In addition to these three contracts there are a number of other 
contracts involved. This is particularly serious insofar as the Govern- 
Government is concerned as it was indicated that practically all 
of Kleinschmidts business is Government business (the figure of 99 
percent was mentioned by the Signal Corps) and yet he does not have 
an accounting system that permits a proper audit by Government 
personnel. It would seem that since this contractor is apparently 
almost wholly dependent on Government business that the Signal 
Corps should have determined the adequacy of the accounting system 
vears ago. It is understood also that a number of other contracts 
are involved which tends to further intensify the problem. 

In connection with the third contract, No. 66320, for this equipment 
for over $3 million, the Contract Evaluation Board approved the 
proposed award on April 27, 1955, but on June 16, 1955, with a very 
weak, inadequate, and unsupported document, reversed themselves. 
The Board’s statement reads in part as follows: 

For these reasons no determination can be made at this time to insure per- 
formance through completion of the backlog and this proposed award. 

If a Board that is established to approve or disapprove proposed 
contract awards is unwilling to take a positive stand then its effective- 
ness as an aid to the contracting officer is questionable and perhaps it 
should be dissolved if this is representative of its actions. In this case, 
with apparently the same set of facts they approved the award, 
canceled the approval and then took an on-the-fence stand. The 
Board’s reversal was overridden by the Signal Corps supply agency 
but this action was not supported in the files tendered the staff. 

Another aspect of the third contract, 66320, is the fact that it was 
awarded on June 29, 1955 by a letter award: 
since funds were required to be obligated prior to the time a contract could be 
prepared. (Quoted from contracting officer’s report covering major procure- 
ment dated August 29, 1955.) ° 

It would seem that since, according to the files, this equipment 
was supposed to be substantially developed by the sole source con- 
tractor back in 1952 that by June 29, 1955, it should have been 
possible to prepare definitive specifications and prepare a contract. 
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The determinations made by the Signal Corps to continue to enter in- 
to production contracts on June 29, 1955, and the replacement contract 
on July 1, 1955, when as of these dates the first acceptable item had not 
been delivered are surely open to question. Again, it is believed that 
had more emphasis been placed on developing an acceptable product 
and less emphasis placed on production and delivery of items, the 
Government’s interest would have been better protected and millions 
of dollars would not have been tied up or obligated at a time when 
there were apparent doubts as to when an acceptable item might be 
available for actual production. 

From a documentation standpoint the file was very inadequate as 
to which contract or contracts were to carry the development costs 
and hence there were conflicts of opinion between the Chicago office, 
the Laboratory at Monmouth, and the Agency in Philadelphia. 
This case is also a good example of deficient contract administration 
intensified somewhat by the transfer of administration in the middle 
of the contract period, with the second office, or office to which ad- 
ministration was transferred, not being fully aware of previous 
intents, conferences, and certain facts. It would appear that with 
all of the difficulties inherent in these cases that it would have been 
more efficient to retain administration in the awarding office, par- 
ticularly since it was under their administration for over 3 years. 

In summary this case appears to indicate the following areas of 
deficiencies or questionable practices: 

(a) Execution of production contracts before delivery of an 
acceptable item under development. 

(b) Unrealistic delivery schedules on which award was based. 

(c) Inappropriate price redetermination clauses. 

(d) Excess development costs allocated, according to the files 
to other than the first contract. 

(e) Inadequate coordination between the several contracts. 

(f) Inefficient contract administration. 

(g) Inadequate review of contractor’s accounting system. 

(h) Ineffectiveness of Contract Evaluation Board. 


E. WEAKNESS IN CONTRACT ADMINISTRATION 


The prime contractor’s position in price redeterminations with 
subcontractors for ‘‘contractor furnished equipment” requires policy 
clarification. The policy vacuum in which prime contractors and the 
Government’s contract administrative officers work is exemplified in 
the following contracts: 

1. The Glenn L. Martin Co. Subcontracts with Allison Division ot 
General Motors Corp., Indianapolis, Ind. 
Prime Contract No. NOa(s) 53-455-C 

Subcontract No. 53-21400-CP 

Navy contract No. NOa(s) 53-455-C, dated October 31, 1952, 
covers the purchase of aircraft. The contract is of a cost-plus-fixed 
fee type and as of June 30, 1955, amounted to $39,345,370. These 
aircraft were purchased under the ‘contractor furnished equipment”’ 
(CFE) concept of procurement, whereby the prime contractor (Martin) 
procures the engines required in the manufacture of the aircraft rather 
than having the Government furnish them. The contract stipulated 
that Martin was to receive a fixed fee of 7 percent of the estimated 
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costs to produce the aircraft, exclusive of engines. It further stated 
that the Martin firm was to receive a fixed fee of 6 percent of the 
estimated engine costs. 

Examination of the contract file reflected that on May 12, 1953, the 
Martin firm issued subcontract No. 53-21400-CP to the Allison 
Division of General Motors Corp. covering the procurement of engines 
for use on the Model XP6M1. 

This subcontract provided for redetermination of price and Allison 
agreed to substantiate total experienced and prospective costs under 
this contract to any authorized agency of the Government. 

By letter dated February 22, 1955, the Martin Co. requested assist- 
ance from the Bureau of Aeronautics representative (BAR) at the 
Martin plant in the matter. The contractor forwarded to the BAR 
a letter from Allison dated December 20, 1954, reflecting the experi- 
enced unit costs on the first engines manufactured and proposed unit 
prices on the remaining engines. The contractor also furnished to 
the BAR an audit report prepared by the AF Auditor General’s 
Office reflecting costs incurred by the Allison firm from the time work 
commenced on the Martin subcontract through November 30, 1954. 

The Martin letter of February 22, 1955, informed the BAR that 
Allison had agreed under the subcontract to substantiate prospective 
costs to any authorized agency of the Government inasmuch as 
Allison Corp. policy prohibited the furnishing of this information to 
a commercial customer, in this instance, Martin. 

The contractor’s letter stated that, since it was impossible to nego- 
tiate the subcontract without such supporting information, Martin 
was requesting the BAR to aid in the negotiations. The contractor 
suggested that arrangements be made with the appropriate Govern- | 
ment agency so that joint negotiations could be conducted between 
the Government, Martin, and Allison. 

It was further requested that the Government obtain from Allison 
a cost breakdown covering estimated prospective charges from 
November 30, 1954, to the completion of the subcontract as well as 
the necessary information to support the charges. 

Examination of the contract file reflected from March 2, 1955, 
numerous communications were exchanged between the BAR (Martin), 
the BAR (Allison), and the AFPR (Allison) relative to this matter, 
since the Allison firm was producing engines for the Navy and Air 
Force under direct Air Force contracts and cognizance. The contract 
file further reflected that by letter dated June 27, 1955, the BAR 
(Martin) advised the contractor, in part, as follows: 

After a thorough investigation of every possible means of furnishing the assist- 
ance requested, it has been determined that this office is not in a position to comply 
with the request of the Glenn L. Martin Co. The contractor is therefore instructed 
to conduct the required price redetermination to the best of his ability. 

It is to be noted that the BAR’s letter is dated June 27, 1955, and the 
contract file reflected the 18th and last engine was delivered to Martin 
in May 1955. 

The file reflected that on July 29, 1955, Martin forwarded to the 
BAR, Martin Supplement No. 8 of the Allison subcontract reflecting 
the finally redetermined prices to be $5,130,000 (which included 
Allison’s 9% percent profit on selling price). Martin pointed out that 
the original Allison proposal which was made February 9, 1955, was 
in the amount of $5,205,100. The contractor advised that during 


95 


the negotiations Allison furnished much more extensive cost supporting 
information than the firm had previously stated they would furnish 
and therefore Martin was able to conclude the negotiations on a 
sounder basis. 

The contractor also informed the BAR that in the negotiations 
consideration was given to the information contained in the AF audi- 
tor’s report covering Allison costs on the subcontract from its incep- 
tion up to November 30, 1954. Martin pointed out that labor, 
burden, general and administrative rates and profit rates which had 
been negotiated between the AF and Allison for the years 1954 and 
1955 were utilized in the negotiations since the engines delivered to 
Martin were comparable to those bei ing produced by Allison for the 
AF during the aforesaid years. 

The file reflected that the final price of the engines was considered 
acceptable by the Bureau of enna 


Letter of intent No. NOa (s) 55-535 
Subcontract 55-5888 


Examination of files in the BAR office of the Martin plant reflected 
that on July 28, 1955, the Martin firm forwarded to the BAR a copy 
of subcontract No. 55-5888, dated July 22, 1955, covering the pro- 
curemeni of 48 engines from the Allison division of the General Motors 
Corp. These engines were purchased in connection with the Navy’s 
letter of intent No, NOa (s) 55-535 dated January 28, 1955, as amended 
November 22, 1955, covering the procurement of 6 model P6M1 air- 
craft from the Martin firm in the amount of $93,504,625. These air- 
craft were purchased under ‘‘contractor furnished equipment” concept 
of procurement. 

This subcontract, which was subject to price redetermination, was 
in the amount of $12,636,000. It covered the procurement of 48 model 
600 B-40 engines at $262,000 each and modification of 1 engine to be 
furnished by “Martin at a cost of $60,000. Pending further authoriza- 
tion by Martin, Allison was to limit its expenditures to $100,000 in the 
period July 22, 1955, to September 7, 1955. 

Clause 3 of the subcontract provided three alternative ways in which 
redetermination of prices could be accomplished. In general they are: 

1. If subsequent to execution the Government agreed to conduct the redeter- 
mination then the contract price would be redetermined by Allison and the 
Government; Allison to provide cost data required by the Government 30 days 
after the end of the month in which the ninth engine was delivered. 

2. In the event redetermination was not accomplished under (1), it was agreed 
that the redetermination price of model 600 B—38 engines produced by Allison for 
the Government would be used as a base price, giving consideration to the differ- 
ences between it and the model 600 B-40 engines produced by Allison for the 
Government. The prices of the differences being negotiated by Martin and 
Allison with cost data being supplied to Martin 30 days after the end of the month 
in which the ninth engine was delivered. 

3. In the event the price redetermination could not be aecomplished under 

1) or (2) it was agreed that 30 days after the end of the month in which the 
ninth engine was delivered Allison would submit to Martin a breakdown of the 
costs ineurred which would be subject to audit by the cognizant audit agency 
and an estimate of costs expected to be incurred in the performance of the contract. 


It was agreed that Martin would accept any agreements reached by Allison and 
the Air Materiel Command affecting costs of common nature which would be 
applicable to the contract, such as labor rates, material costs, overhead, ete. Tt 


further stipulated that any curtailment or stretechout in the model 600B-—38 
contract would result in further negotiations of price of the model 600B-—40 
subcontract. 


74467—56——-7 
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The contract file reflected that on August 3, 1955, the BAR (Martin) 
forwarded to the Bureau of Aeronautics subcontract No. 55-5888 in 
the amount of $12,636,000 and pertinent documents relative to the 
final price redetermination of subcontract 53-21400-CP in the amount 
of $5,130,000. 

The BAR called attention to the amount of instant contracts which 
totaled $17,766,000. He also called attention to the aspect of exces- 
sive profits since both the prime and the subcontractor derived profit 
from the engine procurement. He pointed to the availability to the 
Bureau of Aeronautics of procurement costs of similar engines being 
procured by the Air Force and requested the Bureau of Aeronautics 
to approve the subcontract or assist him in doing so. 

The contract file reflected an undated reply from the Bureau of 
Aeronautics indicating the price of $5,130,000 was considered accept- 
able relative to the one subcontract and also authorizing the BAR to 
approve subcontract 55-5888. This communication also stated that 
due to a termination by the Air Force of certain production at Allison 
the total price set forth in subcontract 55-5888 would be increased by 
$3 million which was considered acceptable, under the circumstances, 
by the Bureau of Aeronautics. 

This letter also stated that the subject of fee on subcontract 55-5888 
had been discussed with the Martin Co. and it was determined that 
the firm wouid consider negotiating a lower fee in view of the magni- 
tude of this subcontract. 

Representatives of the Bureau of Aeronautics advised that on 
October 13, 1955, the Martin firm made its most recent proposal to the 
Navy covering the procurement of 6.6 model P6M1 aircraft which 
represents 6 planes with spares. They further advised that the 
contractor estimated the cost to be approximately $102.7 million and 
fixed fee to be approximately $7.2 million, or a total estimated cost 
plus fixed fee of approximately $109.9 million. Included in this pro- 
posal were cost data relative to the engine costs for the aircraft 
involved. The proposal indicated the total estimated cost to be 
$16,465,050 with a fixed fee of 7 percent making the total estimated 
cost of the engines and fixed fee $17,617,603. On December 15, 1955 
a representative of the Bureau of Aeronautics advised that he had 
discussed the matter of the Martin firm accepting a lower fee with 
respect to the engine phase of the procurement. He stated that 
Martin agreed to negotiate a lower fee in this negotiation but that no 
stipulated percentage figure had been established as yet. This repre- 
sentative also indicated that since the contract had not been formalized 
he could give no estimate as to what amount this fixed fee would be 
relative to the engines. He stated the Navy’s policy is that profits 
would be reasonable. The point was raised with him by the staff as 
to whether the Bureau of Aeronautics had established any policy as 
to who would negotiate the redetermination of price for subcontract 
55-5888. He stated it was Navy policy for the prime contractor to 
negotiate the subcontracts; however, if certain information came to the 
attention of the Navy which indicated that it would be advantageous 
to the Government to participate in the negotiation the Navy would 
decide the problem when it was raised. 


Comments 


It would appear that prior to placing of a subcontract under the 
“contractor furnished equipment” type of procurement that negoti- 
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ating procedures should be established to determine specifically the 
following: 

1. Whether the prime contractor or the Government is to con- 
duct the price redetermination or whether the Government would 
assist in the matter. 

2. In the event the Government does not assist in price redeter- 
mination, whether the subcontractor will provide adequate cost 
data to the prime at a specified time during the production period 
of the subcontract to msure that the price can be negotiated 
timely and equitably. 

As stated previously, the Martin firm requested Government assist- 
ance in the negotiating of the Allison contract on February 22, 1955, 
but was not advised that this assistance would not be rendered until 
June 27, 1955. Since the Navy and Air Force have representatives 
stationed at both the Martin and Allison plants, it would appear 
that this matter could have been resolved at an earlier date. It 
further appears that when a subcontract is of the type that calls for 
final price revision prior to its completion, certain bargaining ad- 
vantages are lost by the buyer if price negotiations are delayed until 
after production is completed. 

[t is puzzling to the staff, in view of the history of subcontract No. 
53-21400-CP that subcontract No. 55-5888 would be issued and 
approved without a specific commitment from the Government as to 
whether it would or would not negotiate price redetermination in 
the matter. There does not appear to be any good reason for the 
delay in the resolution of this problem. 

Another factor that appears pertinent to the staff is the aspect of 
excessive profits on multimillion dollar subcontracts. Under the 
“contractor furnished equipment”’ concept of purchasing aircraft with 
the prime contractor furnishing the engines, both the prime and the 
subcontractor derive profit from the engine procurement. It appears 
to the staff that certain economies and efficiencies would result if the 
Government established a specific policy as to the rate of profit the 
prime contractor would be allowed with respect to those costs incurred 
in the furnishing of engines or other high value components under the 
“contractor furnished equipment” concept of procurement. 


2. Contractor: Bulova Watch Co. 
Contract No.: DA 30-075-ENG 5131 
Type: Fixed price—Price redetermination clause II B—10 percent 
upward 


Item: Mine detecting sets—8,409 at $305.84 $2, 571, 808 
Spare parts 425, 000 
Total 2, 996, 808 


Date: June 30, 1952 

The contract was let by the Corps of Engineers (transferred to the 
Signal Corps in March 1954 for administration) and called for com- 
pletion of deliveries by September 1953. Cost data submitted by 
Bulova showed 65 percent subcontracting and a profit of 10 percent. 
Over 15,000 units of this item were produced for the Army by 2 other 
producers, and plans and specifications were made available to Bulova. 
The contractor experienced various difficulties and as of June 30, 1955, 
only 100 items had been delivered. Progress payments totaled over 
$550,000. The delivery schedule was extended to April 1956. 








: 
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In January 1955 the contractor submitted a request for an amend- 
ment to the contract, increasing the price over $1.6 million for pre- 
production, engineering and change order costs. The contracting 
officer considered that $254,201 was allowable which was rejected by 
the contractor. Currently (November 1955) negotiations are in 
process to resolve the claim of the contractor. 

As early as September 1953 the Army district engineer recommended 
termination of the contract because of Bulova’s production difficulties. 
Later the contracting officer stated that failure to make deliveries had 
been due to contractor’s inability to produce a unit in accordance 
with contract specifications. Apparently Bulova proceeded with 
engiieering and development work although no formal request for 
such work was made by the Army. Such costs were later claimed by 
Bulova. In 1954 the contracting officer maintained— 
that changes made by Bulova * * * constituted production techniques advanta- 


geous to the contractor’s production methods which are not properly construed 
as developmental work. 


Also— 


the lack of employing adequate assembly techniques, production engineering, 
production and inspection practices, and uniform manufacturing standards 
considered essential to any production contract contributed to the failure of the 
models to comply with the requirements of the specification. 


* * * * * * * 


(The Army comments on this report begin on p. 197.) 
(The Navy comments on this report begin on p. 285.) 
(The Air Force comments on this report begin on p. 365.) 
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STATEMENT OF ASSISTANT SECRETARY OF DEFENSE, SUPPLY 
AND LogISsTICs 


Mr. Manon. Mr. Pike, it is my understanding that you will lead off 
with the presentation. 

Mr. Pike. Yes, sir. 

Mr. Manon. You may proceed. 


GENERAL STATEMENT 


Mr. Prxe. Mr. Chairman and members of the committee, with your 
permission I would like to make a short, general statement with respect 
to the principal points raised by the report to this committee on pro- 
curement policies and practices in the Department of Defense. At 
the outset let me say that reports of this nature are extremely helpful 
to us. No one knows better than the members of this committee the 
scope and complexity of procurement problems in the Department of 
Defense. Our purchases this year will be some $16 billion. Your 
views and your reports are most welcome to assist us in doing a better 
job. 

We have studied carefully the three volumes of this report. The 
case histories cited, of course, are very detailed and are operational 
in nature. In order to make available to the committee detailed in- 
formation on these case histories, I have with me from each military 
department the Assistant Secretaries in charge of procurement and 
members of their staffs. 

Turning now to the summary of findings of the report, the first 
finding indicates that the committee staff was hampered in their efforts 
to obtain information on specific contracts and related files by legis- 
lative liaison personnel in the Army and Air Force. When the com- 
mittee staff first came to me and outlined the scope of their investiga- 
tion, I told them that I would give them all the help and assistance 
_ IL could. My immediate office staff were so instructed. No mem- 
ber of the committee staff ever came back to me to indicate the oe 
of the obstacles they were apparently encountering. If they had, 
would have been most willing to assist them in every way | cs 
That was my view then; it is my view now. I understand that addi- 
tional information is to be provided the Treen in this area. 


USE OF FORMAL ADVERTISING 


The second finding in the report relates to the use of formal adver- 
tising as the most desirable method of procurement as distinguished 
from procurement by negotiation under incentive- or price-revision- 
type contracts. The report indicates that the Armed Services Pro- 
curement Act describes formal advertising as the most desirable and 
effective method of contracting, vet the greatest portion of high dollar 
procurements are accomplished through negotiation. 
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This whole question has been the subject of recent detailed hearings 
by the House Armed Services Committee, and that committee has 
reported out legislation which was passed by the House yesterday 
afternoon, I understand. 

The committee report is correct in its statement that the greatest 
portion of high dollar procurement has been accomplished during the 
past few years by negotiation. I would like to explain why this is so. 

Procurement policies in the Department of Defense have had one 
objective for many years; namely, that procurement should be accom- 

lished by that method which would be most advantageous to the 
Government—price, quality, and other factors considered. 

The Department of Defense would indeed merit your severest cen- 
sure if the dollar value of defense purchases which are placed through 
negotiation represented a substantial potential which could have been 
placed through formal advertising. However, this is not the case. 
The truth of the matter is that the bulk of the things we buy do not 
lend themselves to formal advertising. Modern aircraft, guided mis- 
siles, complex electronic equipment cannot be procured by strict for- 
mal advertising. In addition, negotiated procurement is required to 
accelerate procurement actions and spread contracts across industry 
as widely as possible for the purpose of broadening the industrial base 
of our procurement program. In the situation which confronts us, 
no broad rule such as elimination of procurement by negotiation is 
practical of adoption. Congress has understood this and has provided 
in the Armed Services Procurement Act certain exceptions from the 
formal advertising technique. 

However, in August of 1954, as a matter of policy, my office sought 
to encourage formal advertising to the greatest extent practical. With 
respect to negotiation, we determined to push toward normal peace- 
time operation. We required written justifications to support each 
use of negotiation under section 2 (c) (1) of the Armed Services 
Procurement Act, the “national emergency” clause, just as if such 
justification were being prepared under exceptions (2) through (16) 
of that act. 

Since that time, further restrictions have been placed on procure- 
ment by negotiation as a matter of administrative action in our office. 
These restrictions limit the use of section 2 (c) (1) negotiating au- 
thority to certain procurements as follows: (1) Pursuant to labor 
surplus and disaster area programs; (2) Pursuant to small business 
programs; (3) Non-perishable subsistence; and (4) Research and de- 
velopment contracts for $100,000 or less. 

I might add, parenthetically, Mr. Chairman, that it is my under- 
standing that the bill which was passed by the House of Represent:- 
tives yesterday afternoon virtually conforms to the limitations that 
we placed administratively on section 2 (c) (1) in October 1955. 

Thus at the present time the Department of Defense is not utilizing 
the national-emergency clause for negotiation except in these four 
areas. 

DEFICIENCIES IN POLICY GUIDANCE 


The report next considers various deficiencies in the area of policy 
guidance as contained in the armed services procurement regulation. 
The first of these relates to policy guidance in the field of basic cost 
principles applicable to price redeterminable and other types of cost 
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reimbursement contracts. It is true that we have been developing 
section XV of the Armed Services Procurement Regulation, the sec- 
tion that covers this subject matter, for 2 years. I am not surprised 
that your report expresses concern with the rate of progress in this 
field. Candidly, I have not been happy with it either. 

In all fairness, however, I would like to give you a few of the reasons 
why it has taken so long to develop uniform policies in this area. 
There are some 43 possible categories of costs which experience shows 
must be studied in detail. Technical questions as to the handling of 
these costs on a uniform basis across the entire defense contracting 
field are highly complex. When this work was commenced, there was 
neither uniformity as to opinion on handling these costs within the 
military departments nor between industry groups. All of these dif- 
ferences must be ironed out. The Department of Defense must make 
certain that the final regulation is sound and fair both to Government 
and industry. 

We have gone through the long and tedious process of reconcilia- 
tion. Only a few questions remain unresolved. In order to resolve 
these without further delay, I am working with a top-level group 
consisting of the three Procurement Secretaries of the military de- 
pi irtments and Sec retary McNeil, the Department of Defense Comp- 
troller. We will issue revised policy guidance on cost principles in 
the near future. 

The second area in which the report finds deficiencies with respect 
to policy guidance in ASPR is subcontracting. The text of the re- 
port points out that one department places reliance on prime con- 
tractors, believing relationships with subcontractors is part of the 
prime contractors’ management responsibility. Another department 
emphasizes departmental review and approval of subcontract nego- 
tiation often into the third and fourth tier. Also, various cone epts 
intermediate to the foregoing are used at will. ASPR, the report 
indicates, does not provide definitive guidance as to which technique 
should be used. 

Although the present coverage in ASPR on subcontractor rela- 
tionships is not complete, we have, however, made a beginning. 
ASPR now requires for cost-reimbursement contracts advance noti- 
fication and approval for all subcontracts in excess of $25,000 or 5 
percent of estimated cost, whichever is the lesser, and time and material 
subcontracts must also be reviewed by the contracting officer. We have 
in the final stage an amendment to the negotiation section of ASPR 
entitled, “Price Negotiation Policies and Techniques.” Since the 
amount and quality of subcontracting is a major factor influencing 
price, in the amendment we have stressed this factor in our proposed 
pricing policy. 

We are moving ahead in this field. However, I do not wish to 
give you the impression that our goal is a completely uniform and 
inflexible regulation governing approval of subcontracts. Manage. 
ment ability is one of the most important elements in the award of 
a complicated contract and the purchasing system of the prime con- 
tractor is an important element of management. Since selection of 
subcontractors and pricing are ordinarily the prerogative of the prime 
contractor, restraints placed by ASPR on subcontracting must be 
reasonable. 
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ee The last area in which the report indicates policy guidance is lack- 
By: ing in ASPR relates to the handling of income from royalties and 
P\. license fees received by private contractors from customers who are 
; producing military-type items developed originally with Government 
oe funds. This conclusion appears to be drawn from two cases from 
ae the aircraft industry invo Sen foreign production of United States 
Ph | type military planes. The report further recommends that, where 
Hae the Government has paid substantially all of the research and develop- 
eee ment costs of the item, then the Government should share in the in- 
ih come received by the contractor. 

a | The difficulty here is not so much the lack of policy guidance in 
: ASPR over the handling of income from royalties and licenses as 
ee it is the application of the facts of the particular cases cited in the 
report to the subject matter of royalties and licenses. 

Our policy as contained in ASPR provides with respect to patent 
rights growing out of defense contracted research that the Govern- 
bi | ment receives a royalty-free license under all eventuating inventions 
em for production by or for the Government. The contractor retains 

title to the patent and the right to collect royalties on all commer- 

| cial production. 
| In the cases cited in the text of the report, there seems to be 
principally a question as to whether the royalties and license payments 
ed actually are such or represent compensation for technical assistance 

| rendered by the United States aircraft company to the licensor to 
enable the licensor to manufacture a satisfactory product. In ad- 
a dition, in any case where a contractor has received royalties in con- 

nection with patents derived from defense contracted research, Air 
Force practice is to insist upon a reduction in the contractor’s gen- 
eral and administrative verdnial expense account to reflect the royal- 
ty income received. This was done in the cases of North American, 
Convair, Boeing, and Sperry. 


! PROBLEMS OF CONTRACT PRICING 


A considerable portion of the report is devoted to problems of con- 
tract pricing and the selection by the Government negotiator of the 
best contract form for a given procurement from the point of view 
a. of cost and price. I recognize that there are real problems in this area. 
: However, I do not think that these problems are typical of all defense 
| procurement, and I believe that we are trying to do something to 
& improve the situation. 

Last April we put out part 4, section III, of ASPR. This part 
describes and defines approved types of contracts, defines the area of 
applicability in which each type may be used appropriately and im- 
poses conditions on the use of certain of the available types. To meet 
some of the justified criticism leveled in the report at the use of delayed 
firm target incentive-type contracts, we have provided in the regula- 
tion that the fixed-price incentive type is appropriate only in those 
circumstances where targets are reasonably free of contingencies and 
provide a fair and reasonable incentive at ‘the time of initial contract 
negotiation or at an early point in the performance of the contract. 
In either case there must be a sufficiently long period of performance 
thereafter to permit achievement of substantial cost reductions. 
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In the case of price-redetermination contracts we have introduced 
new safeguards. For example, the retroactive price-redetermination 
type may be used only when the amount involved is comparatively 
small or the time of performance is short. In addition, contracts of 
this type may be used only after written approval by the Department 
at procurement staff level in each case is obtained. 

The use of letter contracts has been restricted to those situations 
where no other type of contract is suitable, may not be entered into 
without competition, if competition is practicable, and must be super- 
seded by a definitive contract prior to the expiration of 180 days from 
the date of the letter contract or 40 percent completion under the con- 
tract, whichever comes first. 

As I mentioned previously, we are now developing another part of 
ASPR to cover price negotiation policies and techniques. The prin- 
ciples of this part are stated in terms that both auditors and contract- 
ing officers can apply at operational levels. It includes directions with 
respect to timeliness in originating requirements to allow a reasonable 
period for preparation of requests for a proposal, preparation of 
quotations by suppliers, contract negotiations and preparation, and 
adequate m: nufacturing lead time in order to prevent subseqiient de- 
linquencies in delivery and uneconomical prices. We are also de- 
veloping for inclusion in ASPR principles pertaining to audit as a 
pricing aid. 

I ask the committee to bear in mind that the solutions to the prob- 
lems raised in the report in this area are not simple. It is easy to state 
a general rule that refusal of a firm to provide its actual cost break- 
down should result in award of a contract to another firm. But such 
a rule in practice can result in higher costs to the Government to say 
nothing of delayed deliveries. 

The Department has in the past and will continue to give the prob- 
lems of pricing and contract selection special study. Your report 
will assist us. 


FAILURE TO DEVELOP DEFINITIVE SPECIFICATIONS 


I would like now to diseuss that part of the report which is con- 

cerned with the lack of definitive specifications for certain weapons 
nd the delay and added costs caused thereby. The report indicates 

that the great abuses in this area concern the so-called caleulated risks 
taken by the Government by startmg into production on untried and 
unproven equipment and the position of the military that the state 
of the art in many cases does not lend itself to definitive specifica- 
tions. The report states that two things are basically wrong with 
such procedures—the original planning and requirement determina- 
tions are usually inaccurate and production funds are diverted into 
research and development. 

I agree that definitive specifications are many times lacking and 
that there have been delays and added costs caused thereby. But I 
think we must make a distinction between delays occasioned by tak- 
ing caleulated risks on untried and unproven new-type weapons sys- 
tems and delays occasioned by failure of a contractor to deliver a 
standard item that has been in production for a period of time. 

In the case of the new weapons Systems suc ‘h as advanced- type 
aircraft. missiles, detection devices, and the like, I think we have no 
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other choice than to take calculated risks by moving into procurement 
without definitive specifications, and, if need be, to modify the product 
as we go along. I think it would be most dangerous for this country 
to delay procurement of these new weapons systems until we had 
clear-cut, definitive specifications. These systems are highly complex 
and the state of the art is truly in development—in development to 
the point that it often reaches the limits of available scientific know]- 
edge. Delivery schedules set in a contract for this type of weapon 
are best estimates. It is our hope in this area not so much to meet 
the delivery schedule set forth in the contract with any particular 
kind of equipment but to get delivery of the most modern equipment 
which will meet the military requirement. Planning estimates of 
requirements for these new weapons systems cannot be refined to the 
final degree we might wish. 

My office has issued policies with respect to the preparation and 
use of specifications. This policy is expressed in section VIT B2 and 
5 of DOD Directive 4120.3 issued October 15, 1954. The intent of 
this directive is to restrict to the maximum degree those purchases 
which can be made without definitive specifications and to keep to 
an absolute minimum the preparation and use of informal procure- 
ment documents. Department of Defense policy in this area is con- 
sistent with the desire of your report for preciseness in these matters. 
However, as I have said before, our policy does permit of exceptions 
in such areas as the new weapons systems. We are presently looking 
into the use of the exceptions by field level. 

With respect to production delays in standard items of equipment, 
these must be handled on an indiviual case basis by the procurement 
officers who are closest to the scene. I know of no other way to solve 
this problem. Our policies are not designed to encourage either the 
establishment of unrealistic delivery schedules or the passive accept- 
ance of delayed deliveries. The report in this regard recommends 
the use of liquidated damage provisions in our contracts. Our experi- 
ence shows that we must expect contractors to increase prices to take 
care of these contingencies. Used across the board, liquidated damage 
provisions would result in increased costs. We will go into this area 
closely and strive to find means for improvement. 

With respect to the use of production funds to support research 
and development programs, one of the points covered in the report, 
Assistant Secretaries Furnas and McNeil have spent considerable time 
and study on this subject. I understand also that following recent 
discussions with this committee, efforts will be made to better define 
research and development and work out improved methods of financ- 
ing research and development in the Department of Defense. 

The report discusses in some detail the relationship between auditors 
and procurement personnel. It stresses that training programs in this 
area should be continued and extended and urges that uniform audit 
procedures for incentive and price-revision contracts be prepared with- 
out further delay. 

I agree with the committee staff that close cooperation is necessary 
between audit personnel and contracting officers. As the report states, 
each has a proper role. I think it is highly desirable that procure- 
ment personnel rely on their auditors for advice and counsel. Audit 
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instructions and procurement instructions should be coordinated prior 
to use. 

We do adhere to the principle, however, that one person must be 
responsible for negotiations at one level at one time. You cannot have 
two individuals each with mutual authority and responsibility to 
make the same determination. One person must have the power of 
decision. 

Secretary McNeil and I are working on this problem. Solutions 
can and will be found. 

Development of a set of cost principles for fixed-price contracts, as 
called for in the report, is a very complex problem. To establish 
rigid rules applicable to all situations might well result in pricing 
by audit. We have recognized the need for guidelines in this area and 
we have under way a project designed to establish workable criteria. 

Your report covers two more general areas—weaknesses in require- 
ments computations, inventories, stock records, and paperwork with 
respect to spares and spare parts, and difficulties relating to the high 
rate of turnover in procurement personnel. 

Establishing adequate methods for the computaton of requirements 
for spares and spare parts and secondary items is one of the most 
difficult problems we face. There are nearly 3 million items in our 
supply system. To get adequate requirements for each you must 
first develop sound requirements for the end item, then for the spares 
compute initial provisioning factors, usage rates, replenishment rates. 
stockage levels, and many other factors, both for peacetime use and 
for wartime reserves. 

We have attempted to solve this area by breaking the whole down 
into manageable segments. During the past 2 years we directed our 
major effort toward establishing a sound requirements computation 
system for principal end items. We did this because from 60 to 70 
percent of the defense dollar is spent for these principal end items and 
because basically the validity of the spare parts requirement is directly 
related to the validity of the end item requirement. Our principal 
item requirements computation system has been in effect now for some 
time and we obtained last November our first set of end item 
requirements. In addition, this fall we instituted a computation and 
reporting system for aircraft engines, including both production 
engines and spare engines. Initial use of this new system indicates 
that it will prove to be a very valuable analysis and control report not 
only for aircraft engines but for all major aircraft components and 
assemblies. 

In turning our efforts toward the secondary item field, it was ap- 
parent that the very mass of calculations and the complexity of the 
formulas needed precluded manual computation methods. Advances 
in the development of electronic computers in the past year pointed toa 
possible way out. Some very promising work has been done by the 
services in adapting these electronic brains to our needs. The Air 
Foree, through the Rand Corp., and the Army at the Ordnance Tank 
and Automotive Center at Detroit have progressed far enough in their 
preliminary studies to show that the use of electronic data processing 
machines may provide the means which will permit the establishment 
of the reasonably uniform computation methods and _ procedures 
which your report indicates is desirable. 
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We are just starting in this area and we recognize that a great deal 
remains to be done partic ularly in the field of improving the accur: Ley 
pl of the data from which to work. The point made in the staff report 
+) that no methodology or machine is better than the data placed into it 
ae isa valid one. We will devote our efforts to obtaining improvements. 
eas In the area of accuracy between stock-record accounts and actual 
bh physical-inventory accounts, your staff made extensive checks and 
wh found many discrepancies. The examples cited in the report are opera- 
; tional in nature. We can never completely stop errors of this type, but 
only reduce them to minimum by maintaining the best possible supply 
discipline. This is done through continuous on-the-job training of 
operational personnel, regular inspection trips by representatives ot 
‘| the military services, and field visits of Department of Defense person- 
ae nel. Investigative reports, such as this one made by the committee 
ey | staff, are also of tremendous assistance. 


f STABILITY OF EMPLOYMENT 


. The report in its final summary of finding points out that the high 
es rate of turnover of procurement and contract administration person- 
a nel, both military and civilian, has seriously affected the efficiency of 
re the procurement and contract administration function. Both Assist- 
e| ant Secretary Burgess, who is primarily concerned with this area, and 
4 Tare keenly aware of this. I feel sure you understand that the problem 
: of attracting and retaining qualified civilian personnel in the Depart- 
ment of Defense is not the same as that encountered in the management 
‘ of private business. I find it much more complex. 

Pay, working conditions, opportunity for advancement, and stabil- 
ity of employ ment are the factors which make up the problem. ‘Top- 
notch civilian procurement negotiators, auditors, pricing specialists, 
and cost analysts are not easy to find nor retain. 

Stability of employment isa particularly tough problem. The large 
staff of procurement personnel built up and ‘trained during W orld i 
War IT had to be sharply reduced immediately thereafter. It was J 
built up again during Korea and again it had to be curtailed. Civilian & 


i opportunity for advancement is also a problem in the Department fF 
ey of Defense. ; 
A I have no quick and simple solution. I do want to make it clear FF 
4 that. within the elements we can control, we are trying, as part of —& 
4 our management job, continually to improve. The military depart- FD 
a ments are constantly seeking out, training, and making as attractive FD 
EB as they can civilian careers for procurement personnel. We must and FF 
fa] will continue this process. } 
Es With respect to military personnel, there are limitations to the 
ra numbers that can and should be assigned to procurement duties as a 
career. We have tried to stabilize the rate of turnover. For example, 
the Army has recently extended from 3 to 4 years the tour of duty in 
nN the logistics area for their key procurement personnel. : 


if I have tried in this statement to cover the chief points raised by your 
staff in the report. I would like to add only this. Your staff has 
correctly placed emphasis upon a constructively critical examination 
4 of some of the problems existing in procurement in the defense field. 
ey We intend to devote particular attention to these areas. We have 
| taken some steps which we feel will result in considerable improve- 
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ment. These steps have been outlined in the statement. We will take 
others. 

I only ask you to bear in mind that the problems are not simple 
ones. ‘They are extremely complex. Time and an understanding of 
the problem are required. Good management is a continuous process. 
To succeed it requires all the assistance that it can obtain. 1 welcome 
the help of this report and the interest this committee has shown. 

I would like to thank you for affording me this opportunity to dis 
cuss these matters with you. 
That concludes my statement, Mr. Chairman. 


CONCERN OVER LEVEL OF EXPENDITURE IN DEPARTMENT OF DEFENSE 


Mr. Matron. I would like to say that we are most concerned about 
he high level of expenditure in the Department of Defense. All of 
vou are. IT would like to say further that I have great respect for 
the top military and civilian officials in the Department of Defense. 

'W e recognize that we have an Army, Navy, and an Air Force of 
. certain size and that we cannot do much about the pay of personnel. 
It is all fixed by law. One cannot do much about subsistence. It is 
generally inevitable that it will be around a certain mark. There are 

any costs which are more or less fixed in defense spending and each 
ear some of us point out in the hearings and on the floor of the House 
hat if you are going to save any real big money in the defense pro- 
cram you have got to save it in the area of procurement because that 
: where the big money goes. 

We said that last year, and we have had the investigations from time 
to time in order to get assistance for the committee in this field. 1 
would like to refer to a speech on defense profits which I made in the 
[Touse of Representatives last May 11. We launched a new investiga- 
tion last spring, the report on which has been placed in the record 
and which you have had before you now for 2 or 3 weeks. It is 181 
pages in length. That investigation is on procurement. However, 
there are other investigations and surveys. 

All we desire to do is to try to work with you in getting more for 
the defense dollar. During this administration I have felt that the 
country certainly in most instances was particularly fortunate in hav 
ing men of so much business background and experience in high places 
in the Department of Defense. I have felt that more could be ex- 
pected of you than m: avbe some of your predecessors because you r back- 
cround experience in business has been very helpful it seems to me to 
you insofar as trying to get better management is concerned and more 

r the defense dollar. You cannot necessar ily make better speeches 

than your predecessors and you cannot do a lot of things any better, but 

surely in this field of defense buying you ought to be able to get 
results, 

We have been told repeatedly that defense, Mr. Secretary, is waste 
ou in that we have these peaks and valleys. We have excused, and 
the taxpayer has excused, industry and management and Congress for 
waste, I think, in the crash buildup of World War II and in the crash 

buildup of the Korean war. However, you people have been saying: 
“Now, give us a steady, regular, even flowing program and we will 
get the job done. We will save big money.’ 
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FLUCTUATION IN DEFENSE EXPENDITURES 


Those peaks and valleys were very severe. They were very waste- 
ful. Well, we have not had those peaks and valleys since fiscal 1952 
After the beginning of fiscal 1952, the defense expenditure was about 
$38 billion annually and it has gone above and below that since that 
time, and it has leveled off, I believe. 

Secretary Witson. It was more than that that far back. 

Mr. Manon. In fiscal 1952, according to the figures submitted to us, 
the expenditure was $38.15 billion. 

Secretary Witson. What about 1953 ? 

Mr. Manon. It was $43 billion. It has gone up and down but it has 
more or less leveled off. In fiscal 1953 it was $48 billion, in fiscal 1954 
it w jas $40.3 billion, and in fiscal 1955 it was about $35.5 billion. Fiscal 
1957 is estimated in the area of $35 billion. It seems to me that we could 
not call this a peak-and-valley period. 

Secretary Witson. The comparison from 1953 to the present is the 
legitimate one. The earlier one was in the mill and we could not do 
much about it in the first few months of the spring of 1953. So, if you 
want to see what has been done, you take 1953 and look at what has 
happened since. 

Mr. Manon. Yes; if you refer to what has been done during this 
administration. 

Secretary Witson. That is right. 


NEED FOR GETTING VALUE FOR MONEY EXPENDED 


Mr. Manon. I am not pitching it on this administration. I do not 
think administrations generally have been the determining factors in 
that field. I am not talking about reducing expenditures from $43 
billion downward. I am not concerned about the expenditure itself 
for the moment. I am concerned about getting a dollar in value for a 
dollar expended, for the purposes of this discussion. 

It seems to me that we get excited about ballistic missiles and a lot 
of other things, but we do not get too excited about finding ways and 
means of saving money and preventing waste. We do not apply 
enough pressure in finding ways and means to get more for the defense 
dollar. The profits of industry engaged in defense contracts continue 
to soar and industry seems to run with too much of a free rein. 

Secretary Pike, you say that you want to emphasize that this is a 
hard job. No one will dispute that. It is a hard job; it is most diffi- 
cult. However, I had felt and I had hoped that we had people with 
the capability of coping with this hard job and getting the job done. 


ERRORS IN NAVY INVENTORIES 


Just turning at random over here to page 120 of this report (p. 67 
of this hearing), I will read paragraph 9 which is entitled “Errors in 
Navy Inventories” 


The staff made spot checks of inventory records at two major supply depots 
of the Navy and compared the records with physical counts of the items in 
warehouses. Out of 39 items checked, in 22 cases the physical count did not 
agree with the inventory record. 
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That looks awfully sloppy and bad. 

Mr. Prxe. Mr. Chairman, I wonder if we could ask the Department 
of the Navy to reply tothat ? 

Mr. Manon. Yes; in just a moment. Further quoting from the 
report : 

This reflected a discrepancy in 56 percent of the items selected. 

That does not smack of good management. 


Erroneous balances of course are reported to the aviation supply office under 
normal procedures and the erroneous information is used in computations de- 
signed to determine stock replenishment. 


ERRORS IN AIR FORCE INVENTORIES 


I would like to continue to read from the same page, paragraph 10, 
entitled “Errors in Air Force Inventories” : 


Spot checks by staff members of asset positions of various Air Force depots 
disclosed inaccuracies and erroneous balances of parts on hand. At one depot 
the warehouse count disclosed 54 parts on hand although the stock balance card 
reflected a total of 264 of such items. This error appeared to have been in 
existence for at least 4 months. At the same depot another part was in a 
critical status because the records indicated none on hand with a work stoppage 
involved. Parts were immediately ordered and subsequently received. How- 
ever, an examination of the warehouse disclosed one part had been on hand all 
slong. At another depot 4 of 10 items checked were found to be wrong. 


it goes on there. I am not trying to read now all these details, but 
I am trying to point out these things would indicate there is some- 
thing wrong; not necessarily with the pr inciples and policies, but there 
is something either radically wrong with the investigators who made 


this report or with the per formance of the Navy and the Air Force on 
these items selected. Data as to the Army are similar. 

If there is anybody here from the Navy who desires to respond I 
would like to take a moment for that, since I have read this material. 


INVENTORY SYSTEMS OF THE MILITARY DEPARTMENTS 


Mr. Pixe. Mr. Chairman, I should like to make one general com- 
ment. As I have observed the inventory systems of the three military 
departments they are not perfect but generally they are good. They 
have in recent years been concentr: ating their efforts on the high value 
items. They take physical counts and “do a much more careful job on 
those than on the many hundreds of nuts and bolts and low cost items. 

I would appreciate it very much if you would permit Assistant Sec- 
retary of the Navy Fogler to speak to that matter. 

Mr. Footer. Mr. Chairman, I am Raymond Fogler, Assistant Sec- 
retary of the Navy, Procurement. 


ACCURACY OF NAVY INVENTORY SYSTEM 


There are a number of factors, none of which would justify errors of 
this type; but I think we should consider the whole field. Whatever 
number was counted, it seems to me the number of 39 in the stock of 
possibly several hundred thousand is very insignificant in measuring 
the real picture as to the accuracy of the records. 

There is a time lag factor in some cases involved in the receipt of 
merchandise or the actual shipment of merchandise out of the in- 
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ventory, which has not been recorded on the card. There is no way of 
checking that without having done it at the time these counts were 
made. 

I believe there will always be differences in a substantial number of 
the bin counts compared to the card record. Whether 56 is an exag- 
geration as to that, or whether or not it is an understatement from 
the information in the report I cannot tell. A physical count of each 
bin is made once each year. At that time that count is adjusted in 
connection with the incoming merchandise which may not be in the 
bin but has been on order. The cards are adjusted for shipments that 
have been made out of the bin but not yet recorded on the card, and 
the reverse. 

I believe it is true that in order for us to have a completely true 
picture we should have a much greater count. I think we would find 
in it a substantial nnmber—I do not know whether it would. ap- 
proach this figure or not: I doubt it—where the bin count and the card 
are not. identical. They never will be entirely identical, because of 
the time lag between the paper recording, the receipt in the bin, and 
the recording on the ecard, and the time lag between shipment out 
of the bin of the item and the recording of that shipment out on the 
card record. 

Mr. Forp. Mr. Chairman, will you vield a minute ¢ 

Mr. Footer. Incidentally, our system in the Navy, which I think 
is a good system, is not nearly as fast as the system to which T was 
accustomed in business in its record handling. This matter that 
Secretary Pike has mentioned, of the use of faster recording and in- 
formational machines, T hope is going to prove for the Navy as well 
as for the Army and the Air Force a good method. 

Mr. Manon. It is important that those inventories be accurate, is 
it not, because upon that vou base your buying and your ordering? 

Mr. Footer. It is important. 

Mr. Marion. You could waste or misuse millions of dollars on a few 
items if you were too inaccurate on these counts. 

Mr. Foctrr. It makes a great difference, too, as to whether or not 
when this count was made if 3 days later the count was accurate. 

Mr. Warrren. Mr. C ienistndes, could I interpose a statement ? 

Mr. Manon. Let us permit Mr. Ford to ask a question first. 

Mr. Forp. Our investigators’ report, Mr. Chairman, does not indi- 
cate how much variation there was in the 22 cases. That would be a 
material factor. If it were off 1 percent or off 50 percent or off 100 
percent that would be really the crux of the matter. Do our investi- 
gators have the factual information as to how much variation there 
was, from what was supposed to be the case ? 

Mr. Manon. I think after this hearing we could go through this 
testimony with them and try to develop further testimony. 

Mr. Whitten ? 

Mr. Wuirren. I just want to say this: That any proper investiga- 
tion would reconcile the actual count with the records in your office, or 
wherever it may go to, plus any records in the particular depot, show- 
ing what had happened since that date. 

‘Your statement strikes me as missing the point entirely, Mr. Secre- 
tary, because certainly a check against ‘what is ac tually there would be 
checked against the record that may have been sent in somewhere 
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earlier, and also such changes in the records in that depot. Certainly 
you would say that that depot should reflect any changes in the actual 
from the date a report came into the higher authori ity. 

Mr. Focrer. It should be at the depot. 

Mr. Wurrren. Proper investigation would count what is there, what 
was there at the date the last report went in to you or whoever it goes 
to, and also they would check what had h: ippened as shown by the 
records in that depot. So if they did it properly it would epee 
an absolute comparison with all facts known, if properly handled; i 
that not true? 

Mr. Focrier. The report of investigation does not make any comment 
as to the reconciliation, which might or might not have been done. 

Mr. Wurrren. They say what was there and what the records 
showed should be there. 

Mr. Foatrr. Yes. 

Mr. Wuirren. You have a right to presume they meant all the 
records, not just the one you got 3 months earlier, which you were 
intimating to the committee. 

Mr. Fogier. I can assume that, but I do not know it, sir. 

Mr. Waurrren. In my a se the fact that you have no basis on 
which to say that that is not true would leave your explanation com- 
pletely missing the point. 

Secretary Wirson. I understand what the argument is about: 
whether the paperwork kept up with the physical movement of the 

aterial or not. 

ERRORS IN ATR FORCE INVENTORIES 


Mr. Manon. Thai is right. Now let us have a statement from the 
Air Force with respect to page 120 of the report and a paragraph 
beyond. (See pp. 67 and 68 of this hearing.) 

Mr. Doveras. Mr. Chairman, I am James Douglas, Under Secre- 
tary of the Air Force. Mr. Sharp, who is Assistant Secretary for 
Materiel and Procurement, is ill. Iam here in his place. 

I have no detailed comment to make as to the items referred to 
in the report. I have, however, submitted detailed comments for 
inclusion in the record. I think it is relevant to say that in 1955 the 
Air Force carried on a survey of inventories in 185 airbases and 17 
depots. In that survey we found that the inventories against physical 
check were 92.8 percent accurate. I understand that to mean that 
variation of physical count from the records at that time averaged 
not more than 8 percent. While that may not seem a very accurate 
performance, the whole problem of these great inventories, particu- 
larly in spare parts, has been one we have been seeking to control 
and get in satisfactory shape for several years now. As you know, 
we have gotten to the point where we have dollar inventories that 
are improving as to accuracy, in addition to getting better accuracy 
into these physical inventories. 

It is perfectly possible that the records would show the error indi- 
cated for even more than 6 months in certain types of items. A 
physical check is carried on as to some 9,700 high-value items every 
quarter. It is carried on as to items individually having a value 
over $10 outside of those 9,700 items every 6 months: and as to other 
items the physical check is an annual one. 


~ 
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Mr. Mauon. I would like to read into the record at, this point 
the rest of that paragraph 10 on page 120 (p. 68 of this hearing) 
involving the Air Force: 


At another depot 4 out of 10 items checked were found to be wrong. Among 
these was a rotor-compressor assembly costing $22,889 for which the balance 
eard reflected 3 on hand although only 2 were in the warehouse. 

At the same depot an analysis was made of adjustments following a physical 
inventory. Adujstments were made to 310 different parts in the medium-cost 
eategory ($10 to $500) of.1 class of parts. The adjustments consisted of 
reducing 187 balance cards by 192,949 individual items and increasing 123 
balance cards by 66,851 individual items. This indicates that 1 segment 
of the inventory had erroneous item balances amounting to 259,800 parts which 
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oe ranged in value from $10 to $500 each. 
Sie | ° . . . 
bias] Since Mr. Sharp is not here I will not interrogate you further about 
aie | this detail at the moment; but I hope that a more adequate response 
baa | will be given to that detail. 
bay y ° . 
Med I do not think at the moment that I want to get into too many de- 
Rs tails before discussing some of the overall aspects of this problem. 
bah | : : 
Fe COOPERATION OF DEPARTMENT OF DEFENSE WITH INVESTIGATIONS 5 
ba Secretary Wilson, before the hearing began this morning you de- ; 
Boy livered to me a letter which I will place i in the record at this point. 
ee (The letter is as follows:) 


Py ‘HE SECRETARY OF DEFENSE, 

, Washington, February 21, 1956. 

Hon. GeorcGe H. MAHON, , 

uf Chairman, Department of Defense Subcommitiee, 
4 House Committee on Appropirations, House of Representatives. : 


Dear Mr. CHAIRMAN: On my recent appearance before your committee, it was 
observed that committee members and the committee report expressed dissatis- 
faction as to the cooperation received from the Department of Defense in pro- 
viding data in connection with the investigation. 

This concerned me since I have always felt that the provision of prompt and 
complete information to the Congress is a primary responsibility of the Depart- 
ment. In line with this, it is the established policy of the Department that 
every effort be exerted to make the maximum information available to the Con- 
gress, expeditiously, and subject only to those limitations upon release, or 4 
access, clearly required in the national interest, pursuant to statutory or i 
Presidential authorities. The Secretaries of the three military departments have 
joined with me in emphasizing this policy to all personnel. 

Related to the policy aspect is the important matter of how effectively the 
policy is carried out. This includes the question of whether the procedures 
c used are reasonably calculated to achieve adequate performance within the 
| limitation of available personnel. 

4 Upon a review of the points raised by your committee and staff members, 
4 it appears that the difficulties encountered have pointed, in the main, to pos- 
' sible defects in this latter procedural area, because of the great amount of 4 
Pe documents involved. 

‘- In conjunction with the Secretaries of the three military departments, I have 
{ instituted a reexamination of the manner in which our policy of keeping the # 
Congress informed, is being supported and carried out. Upon its completion, 
I will promptly put into effect any changes found necessary to improve per- 
ti formance and to avoid any repetition of the situation experienced by your com- 
ora mittee. 
iy As I mentioned to you previously, I believe that part of the difficulty in process- 
# ing congressional requests for information, stems from the large volume and 
5 complex nature of such requests from many different committees in both Houses 
- of the Congress. This problem has been magnified by the considerable increase 
hex in congressional investigations, and, as I indicated to you, part of the solution 
ee may lie in modifying our procedures. 
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Pending completion of our reexamination of the overall problem, I have re 
quested the Assistant Secretaries of Defense and the Secretaries of the three 
military departments to reemphasize to all personnel that it is the fundamental 
policy of the Department of Defense to make the maximum information, classified 
and unclassified, promptly available to congressional committees and their staffs ; 
that all such information should be made available, subject only to requirements 
in the national interest pursuant to statutory or Presidential authority; that 
the utmost cooperation is to be given to the committees and staffs of the Congress ; 
and that all personnel are responsible for being familiar with this policy and for 
assisting in carrying it out. 

You have my assurance that every effort will be made to have the Department 
of Defense cooperate fully with the congressional committees. 

Sincerely, 
C. E. WILSON, 

Mr. Manon. That letter has to do with the dissatisfaction of the 
committee as to cooperation received from the Army and the Air 
Force with respect to supplying data to the committee. You state 
here that you are concerned about this problem, anxious to cooperate 
with the committee to the fullest extent, and that you have taken steps 
to see that a system is worked out whereby necessary information will 
be promptly supplied to the committee and to members of the com- 
mittee staff when requested. 

I believe you can and I believe you will work that out. The letter 
is here, available to the members of the committee. 


WITHHOLDING OF PRIVILEGED DOCU MENTS 


I wish someone would clarify for the committee the matter of priv- 
ileged documents and communications which have been withheld from 
the investigators. Are we to understand that such a document as, 
for example, “Service auditors evaluations of contract negotiations,’ 
are to continue to be withheld from the Congress or its duly author- 
ized investigators ? 

Secretary Witson. I would have to look into each particular case. 
There are certain kinds of investigative reports and things like that, 
and certain kinds of communications between individuals that get a 
bit involved in this category. It is a very old problem that you know 
so well. I did not originate the problem. 

I have a simple point of view on it myself, that’ applies to me and 
my associates. We are responsible for what we do or do not do, 
independent of whose advice we took or did not take in arriving at 
our decisions. To get a free expression in an organization and de- 
velop the most out of it you have to have a pr: actical operating situa- 
tion where men can deal freely with each other and not with a point 
of view that they are all in a goldfish bowl. 

Mr. Manon. Yes. 

Secretary Witson. I do not think it matters much here. 

Mr. Manon. Yes. 

Secretary Wiison. We can get for you all the essential informa- 
t10n. 

Mr. Mauon. I realize there are certain privileged conversations and 
discussions when you are hammering out your opinions that you 
should not be compelled to disclose. It would probably serve no use- 
ful purpose. But I do not think that is the object here. 

Secretary Witson. Well, any particular information the staff 
wants, if you put it up to us we will promptly handle it for you. 
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ACCOMPLISHMENTS IN CORRECTING BASIS FOR CRITICISM 


Mr. Manion. Now, Mr. Pike, as has been true of many others in the 
Defense Department, you talk about what you are going to do. In 
your statement you say in numerous instances that you are develop- 
ing this and that; that-— 

All of these differences must be ironed out ; 
that— 
we will issue policy guidance on cost principles in the near future; 
that you will make beginnings on subcontractor relationship; that— 
we have stressed this factor in cur proposed pricing policy ; 
and— 


I believe that we are trying to do something to improve the situation— 
and that— 
we are also developing for inclusion in ASPR principles pertaining to audit as 
a pricing aid— 
and— 
we are presently looking into the use of the exceptions by fee level— 
and— 
we will go into this area closely and strive to find means of improvement— 
and— 


we have recognized the need for guidelines in this area and we have underway 
a project designed to establish workable criteria. 

There are several other similar statements which I will not take the 
time to read at this time. My question is, What are we actually get- 
ting accomplished? Some of these conditions have prevailed for 
years. We are looking fiscal 1957 squarely in the face. Action to 
correct them seems to be alw ays just around the corner, in the future. 
What are we actually doing? What have we actually done? 

Mr. Prxr. Mr. Chairman, I did not realize I had said that same 
sort of thing so many times there. Actually what I mean is simply 
this: In practically every area that has been pointed up by the com- 
mittee work has been underway; however. resolutions and solutions 
have not been reached in all areas. 

What I propose to this committee to do is simply this: Working 
in close cooperation with Assistant Secretary McNeil and with the 
Assistant Secretaries for Procurement, who are here today, I propose 
to get into every one of the situations that has been highlighted by 
this report and come up with resolutions and answers just as quickly 
as I can possibly do it. This means that we are giving top-level at- 
tention to it, as opposed to letting the things dev elop i in the staff, with 
disagreements arising, which too often do not get up for resolution 
at the time they should and stay at lower levels ‘for too long a length 
of time. 

In other words, we mean business when we say those things. That 
is one of the things I had in mind when I said we w elcomed a report 
of this sort. It is a real help for us who have responsibility to get 
into these things and raise them out of the argumentative situation 
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they are in and find answers and get our regulations and policies and 
ASPR’s 


FOLLOWUP OF PROCUREMENT REGULATIONS 


Mr. Manon. As you point out on pages 7 and &, you are continually 
issuing regulations and safeguards to protect the Government in 
its procurement processes. W hat facilities do you have to follow 
up with the services so as to determine whether or not directives 
are being complied with? You know it is possible to have the finest 
policies and regulations in the world, but the test on it is the per- 
formance. It would appear to me that the Office of the Secretary 
of Defense is quite removed from the actual operations. There would 
seem to be little or no point in issuing directives if they are not fol- 
lowed up. 

Mr. Prxr. Mr. Chairman, let me reply very specifically to your 
question in regard to procurement regulations. We have a very 
able staff on procurement policy. Our duties and our responsibilities 
are clearly laid out for us. We have accomplished policy direction 
in many areas during the course of the time I have been in office 
here. 

I have made visits with my staff to many of the major procure 
ment offices of the Army, Navy, and Air Force. We have asked 
questions and inquired ourselves as to just how various new policies 
that have been issued since we have been here have been received. 
In other words, it has to go down through a rather large machine. 
They go out to the services, and then in turn, in the case of the Air 
Force, for instance, they are incorporated into the Air Forces’ pro- 
curement directive. A similar thing is done with the Army or the 
Navy. 

[ was quite surprised during this tour to find that new policies 
we have promulgated were suc h that the man at the end of the line, 
the contracting officer, knew about them, and was not having diffi- 
culty with any of them. 

Those are the kinds of questions we asked. In addition, in an 
attempt to eliminate another thing pointed out in the report, namely 
the voluminous publications that heretofore have been published 
by the various military services, our procurement office has under- 
taken the job of reviewing all of the meee menting papers and docu- 
ments and manuals, to be certain that they are following tl » precise 
meaning in our polic; v statements and not watering it Antes or t: aki ing 
an interpretation that might be different from what we had in mind. 

So I can say to this committee in all truthfulness that in this area 
of procurement regulations we have been and are on top of that 
situation from the standpoint of followup on proper implementation 
on the part of the services of our directives. 

Mr. Manon. Of course, if you asked them: How are you doing 
with those new regulations‘ Their natural tendency would be to 
say: Well, we are getting along famously. We are cooperating with 
vou fine, Mr. Secretary. Just go right along and have no worries. 
That would be a natural tendency. 

Mr. Prxe. On the other hand, it has been my experience in business 
that I found out more from talking to people on the rigs than any 
vice president or official in the home office. Every time I have made 





such a visit I have made it a great point to tell them all that what we 
are trying to do is get a job done better for the Government; if there 
are regulations they think are not good or are standing in their way 
and keeping them from doing a better job I am anxious to hear about 
that. In that kind of atmosphere I think we have been able to develop 
ad constructive suggestions. 

aes I will certainly not try to convey the idea that either I or my staff 
fe. | can police the whole organization of the Army, Navy, and Air Force 
ah — into the offices where contracts are placed and negotiation is 
Rr one. 


Mr. Manon. Mr. Secretary Wilson, do you have any comment to 
make on that? 

Secretary Witson. Well, Tom Pike is a very modest man. When 
Pe he goes out in the field he is not so naive as to ask the people do they 
ee follow these directives. He starts out by asking what directives they 
ee) are operating under, to see whether they have them or not. 
ae | There is a technique about this business of going around and finding 
arf out what is going on. It is a big problem. The services have the 
beh primary responsibility. They do the work and they ought to have 
2. | sufficient audit, analysis, and review in their own organizations. 
2 We just recently, after a great deal of discussion, put out an addi- 
| tional directive. It does not quite say that I really mean existing 
or directives are not being followed, but it checks up on it a little closer, 
wy, because in some cases the directives put out by the Department of 
f | Defense were so broad they did not cover enough detail. Then the 

services in practically all cases have put out their own interpreta- 

4 tions of them. Now we have it so that on important matters the 
a implementing instructions come back to the Department of Defense 
Hl for review before they finally go out. We are trying to work on it 

more effectively so that the directive we put out gets right down to 
brass tacks, and says what it means. We try to see that they are 
oe carried out not only in the letter but in the spirit of the thing and 
a make it clear enough for everybody to do it. 
| I think we are making progress on the whole business. 
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IMPROVEMENTS IN PROCUREMENT METHODS AND TECHNIQUES 


Your committee was nice enough at the beginning of the report to 
say: 
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No attempt is made in this report to elaborate on the accomplishments of 
the three military services in improving their procurement methods and tech- 
niques. While such progress has been substantial in the past 3 years, no useful 
purpose would be served by documenting those results in this report. The specific 
objective of this report is to point out those areas which warrant increased 
attention to improve the effectiveness of the buying program for major dollar 


procurements. 

We appreciated that, and we agree with it. There is no use of tell- 
ing us where we have done things well. 
? Mr. Manon. We have placed in the record heretofore some of the 
Fy. things which you have done to improve the administration of the 
Department. I for one think that some improvement has been made 
- and will continue to be made. Our emphasis is on greater and more 
; important improvements dollarwise and managementwise. 
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This entire report will be placed in the hearing, either at the begin- 
ning or in the early portion. 

Secretary Witson. I visited an Air Force base at Macon, Ga., and 
went through some of the warehouses and talked to the people about 
it. They had improved the accuracy of their stock records. There 
was a fine officer in charge who had been there less than a couple of 
years. When he came, he said, the accuracy of the records was 47 per- 
cent, and he now had them up to 93 percent. 

Secretary Douglas was saying they had made a survey of the whole 
system, and they had gotten it up to an average of 9214 percent. This 
fellow was a little better than the aver age. 

We appreciate how important this is. ‘To understand the problem, 
of course you have to realize where we started from. If you go back 
far enough all of this was material which was bought and distributed, 
partly. “The same kind of material is a problem in industry. also. 
It is the same kind of business. 

Industry regularly takes an inventory. All the concerns of any 
size take a physical Inve ntory of all items once a year to correct their 
records. The ordinary flow of production tends to police itself. If 
you have made a clerical error on something you get into trouble pretty 
fast, or the people are watching it so ¢ ‘losely, that it corrects itself. 

As to the parts business, that is a changeable kind of thing. De- 
mand is quite different. That may happen most any time. That is 
the most difficult part of the business to handle, to keep your paper 
records in line with your physical material. It is the meanest part 
of the business. There is a terrific amount of money involved in it. 
We are very conscious that it must be improved. 

We also feel that we are making some progress on it, and important 
progress. My whole purpose—and there are quite a few of us here 
this morning—is to have you understand that we are serious about the 
business. We are going to work at it. We hope to accomplish still 
more. We intend to get the very maximum amount of good out of 
your staff report in this area. 

Mr. Manon. Mr. Secretary, I appreciate your sprit and the attitude 
expressed. 

CONTRACT ADMINISTRATION 


You have raised this question of personnel and mentioned the man 
down in Macon, Ga., as being above the average in keeping on top of 
the job. I am looking now at pages 44 and 45 of this report (pp. 30 
and 31 of this hear ing), under “Contract administration.” I want to 


read a little from that. 
It seems to me that it takes time for a man to get familiar with his 


job. Ithink when a Member comes on the Appropr iations Committee 
he is completely lost for a while, maybe for a year or two. Maybe if 
he does not do his homework he will remain lost, as to just what the 
score it. 

I want to read the following: 

No single activity surveyed by the staff appeared to have less official top-leve 
continuity than contract administration, particularly at the larger manufacturing 
plants. 

Here is where the major defense dollar goes, and yet it is said here— 
and I think truthfully—that no single activity surveyed by the staff 
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appeared to have less official top-level continuity than contract admin- 
istration, particularly at the larger manufacturing plants. 

It appeared almost universal that officers with very little industrial back- 
ground, and in several airframe plants unqualified officers, were assigned posi- 
tions of authority. 

You cannot get good management, I might interpose, through that 
that system. 

These officers for the most part have had engineering training in their academic 
education but hardly any industrial experience since receiving their commissions 
and were for the most part line officers or flyers who were putting in time at un- 
pleasant tasks in order to make their overall career specialties look better on 
paper for future promotions. 

Perhaps the greatest evil resulting from rotation of officers is the loss of con- 

tinuity of actions under contracts with long-lead times or production schedules. 
This condition was brought forcibly to the attention of the staff when question- 
ing contract administration officers on certain aspects of particular contracts. 
Their answers were generally prefaced with the remark that the matter under 
discussion occurred prior to their assumption of responsibility for contract 
administration. Frequently the information required for administrative purposes 
was dependent upon the intent of the parties at the time the contract was exe- 
cuted, or at the time of some subsequent action, and consequently much research 
was often necessary to determine the intent of the parties. 
I might interject there that there was considerable continuity of the 
people running these plants. They were on the ball and they were 
looking after the company: but Uncle Sam was represented by a weak 
left arm, it would seem. 

Continuing to read: 
the files on some contracts were not sufficiently documented and intent could 
only be determined by contacting the original responsible officer whose replies 
were based on memory. 

It was the general experience of the staff in surveying contracting and contract 
administration that officers were being replaced as soon as they attained the 
experience necessary to become qualified. 

I might go on to read that, but you cannot have top-level administra- 
tion with that sort of condition. T do not know what the answer is. 
I would like to have your comment on that. 

Secretary Wirson. Well, it is a real problem. I spent all morning 
with a group in the Pentagon on items like that. We have a Hoover 
Commission report in the same general area, pointing out the im- 
portance of getting the right people on the job and keeping them there 
long long enough and training them and so forth. We are going to 
do the best we can with it. 

I know what you are talking about. You are talking about some 
“bush leaguers” trying to play in the majors. 

Mr. Manon. That is exactly the problem. 

Secretary Witson. Directives and a well-organized system certainly 
are important, but there is really no substitute for good judgment on 
the part of the man on the job. 

It is a fairly long pull. We are talking in total about 4 million 
people. They are average Americans. Most of them are very fine 
people. It is true that some of them get in the wrong places and we 
are not too happy about it. 

We have a very unique kind of thing. Nowhere else do you have 
two distinct groups or classes of employe ees, those in uniform and those 
who are not. To what degree they are interchangeable i is a problem. 
We are working on that. 
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| suppose, for the jobs to be filled, our money standards are low. 

Mr. Manon. Yes. 

Secretary Wixson. That is one of the problems. There is an old 
feeling in the service that for a man to get to the top he must have a 
rounded experience. That is probably being overdone. We are work- 
ing on it. We are doing something about it. I wish I could see an 
easy solution for it. 

Mr. Manon. I know there is no easy solution. When you mention 
this to the people in uniform it is said: “Oh, a man has got to do this 
and has got to do that in order to become a general officer.” 

They can talk to you until they are black in the face about that, but 
that is not getting the job done. I know they are not doing a good job 
in this field. 

Secretary Witson. If we get it up to about a 4-year assignment this 
stabilization of our work is really going to be very helpful. I think if 
we had an easy measure of it and you checked ever y 6 months or a year 
you would find that the thing was going to improve, and importantly 
improve. 

Mr. Manon. I just point that out as one of the areas where in my 
} opinion millions of dollars could be saved annually. 

Secretary Witson. Mr. Chairman, Secretary Douglas has been 

working on this. He would like to make a comment. 
Mr. Manon. 1 hope he is on the brink of a solution. 


































AIR FORCE PLANS REPRESENTATIVE OFFICERS 








Mr. Doveuas. I do not think that is threatened, sir. 

I think it is useful to point out one thing in connection with this 
whole problem of contract supervision. The Air Force tries to ac- 
complish this through what we call Air Force plant representative 
offices. We are very well aware of the difficulty we have due to rota- 
tion of military personnel and the fact that the job may not be a very 
popular one. I think it is important to throw into the discussion at 
this point that at a typical Air Force plant representative office—the 
composition of which I have before me—we have 8 military personnel, 
8 officers, and we have 142 civilians; 27 civilians in the Contract 
Division, 12 civilians in the Production Division, 74 civilians in the 
Quality Control Division, 10 civilians in the Property Administra- 
tion Division, and so forth. There are also 10 civilian Air Force 
auditors in the office. Although we have a difficult problem with mili- 

tary personnel, we have a different type of a problem with the civilian 
personnel. A number of them have attractive offers to go outside. 

I just wanted to point out that the reliance is not by any means 
overweighted on the military side, because these officers, of which there 
are some 30—and this is fairly representative of such an office—are 
principally civilian staffed. 
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SHIFTING OF FUNCTIONS FROM MILITARY TO CIVILIAN 


Mr. Manon. Would it be good business to eliminate all the military 
personnel and raise the pay of the top civilians in an effort to super- 
vise these contracts in a plant? 

Mr. Dovetas. I would not undertake to make an answer to that 
question. I think it is essential that your military personnel have ex- 
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perience in this field. It is a fact that at the moment there is being 
actively discussed in Mr. Wilson’s office, particularly the Office of the 
Assistant Secretary for Personnel, the whole seule of the extent 
to which support spaces or support positions in supply, procurement, 
and other such functions can be shifted from military to civilian, 
particularly with a view to providing more continuity than sometimes 
exists. 

Mr. Ritey. Mr. Chairman, could I ask a question right there? 

Mr. Manon. Mr. Riley. 

Mr. Ritey. Secretary Douglas, who, of the 8 military people and 
142 civilians in the setup you have just described, has the final 
authority. 

Mr. Doveias. The head man in the office is military. 

Secretary Witson. I want to assure you with this changing tech- 
nology it is being more and more recognized in the services that you 
do have some specialized jobs. The service people are moving around, 
all right, but in many cases they do have comparable experience. They 
are doing better at it all the time. 

It is not an easy thing. Some of the men learn rapidly and are 
interested in it, and some of them do not. 

It is just like a Congressman. He comes down for 2 years. Unless 
he gets reelected maybe he does not accomplish much that first 2 years. 

Mr. Suepparp. Or the Secretary of Defense, as long as we are 
drawing parallels. At least we should not be exclusive about it. 

Secretary Witson. At least I had experience a little closer to what 
I am trying to do now. 

Mr. Manon. You have passed through the 2-year period. 

Mr. Wuirren. Some of us came from the State Legislatures, Mr. 
Secretary. 

Secretary Wixson. That is right; and that helps, too, I am sure. 

The difficulty that you men have—and I mentioned it a number 
of times—of trying to know enough about the bills that come up 
before you, and all of the facts involved, just like the big Defense 
Department, is such that to properly carry out your responsibilities to 
your constituents and the country it is very difficult. I do not under- 
estimate that. I would like to cooperate in it to the maximum. 

Mr. Manon. You are presiding over the $35 billion. It would be 
impossible to exaggerate the importance, in my opinion, of the job 
which you do. 

As pointed out by Mr. Sheppard, I think one of our problems is that 
we have, by our system, such a rapid turnover in the top personnel 
of the Pentagon that we have some Secretaries and Assistant Secre- 
taries and deputies who are in their jobs so short a time they cannot 
be of maximum service. This is such a big picture that one cannot 
master it and get a “feel” of it in a few days or a few months. 

Secretary Witson. We try to pick men who have already had con- 
siderable experience in the line they are undertaking, like Dr. Furnas, 
coming down for Research and Development. He has been a scientist 
in the research end of the business a long time. If he were starting 
out as a young man out of college with a theoretical education that 
would be quite different. 

There is one other point, that we are asking for a considerable 
increase in the supergrades, in our organization, both in what you 
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might call the management area and in the technical area. We made 
a comparison of the number of supergrades we have assigned to the 
Defense Department as compared to the rest of the Government, 
compared to our number of civilian employees we are way, way low. 

This business of getting the right man and paying him enough 
so that he will stay “there, after you have a big investment in him, 
with some experience, not having him tempted to go off someplace 
because somebody will pay him twice as much, is important. Most 
of the time the men get interested in what they are domg, and unless 
it is quite a big increase they will not pay any attention to it. We 
get people who are ver y devoted to the business, and they do the best 
they can. There are a lot of wonderful people in the business. 

Mr. Manon. You make a good point. 


DELEGATION OF AUTHORITY 


Mr. Deane. Before you leave this subject, may I direct a question 
to Mr. Douglas? I appreciate the problem you people face in Wash- 
ington in trying to get the job done in the field. A tremendous 
amount of author ity is ‘delegated ; is that not true ? 

Mr. Dovenas. OF course it is, and it should be. 

Mr. Deane. The thought that I am trying to advance is this: Do 
you have some kind of ‘eflici iency ratings so far as this contracting 
area is concerned so that you can begin to develop a competitive 
approach to this problem which would actually show up these weak 
spots ? 

Mr. Doveias. The whole supervision service is under the Air Ma- 
teriel Command. I am glad to have an opportunity to add a few 
more words because I think perhaps my earlier remarks emphasized 
only some of the difficulties. 

The military head of such an office is in almost all instances a full 
colonel. The chances are he has been in procurement and supply 
foralongtime. At the present time we aim at having his tour of duty 
tyears. It may not always be accomplished. 

There are, of course, training schools that are operated and we do 
try to get a certain amount of competition by comparing one office 
with the other. We think that these director positions in these Air 
Force field offices for the most part draw very high talent and they 
are rather popular positions for the top people. 

Mr. Drange. Is it not. true that the people that we should be ques- 
tioning, in addition to you—and perhaps they will come up in the 
panels——are the ones that are right out. in the field that are carrying 
on these programs? I recall last year before the Air Force panel a 
general was brought in from Japan to justify the housing part of the 
budget. He was a good man, but he was absolutely lost “with regard 
to the subject. 

Mr. Dovetas. I cannot comment on that. Certainly, the best wit- 
ness would usually be the man who was on the spot. 

Mr. Deane. I am not discounting you gentlemen and your respon- 
sibility, but actually the people carrying out this job would be good 
to hear from. 
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DEFINITIVE SPECIFICATIONS 


Mr. Manon. In your statement, Secretary Pike, you comment on 
the matter of definitive specifications. There obviously must be some 
“calculated risk” on untried and unproven weapons, but to go into 
penenreon without some working models seems to me very costly. 
have specifically in mind production of the Snark guided missile. 
What are your comments on that? Could you tell us something about 
the Snark and how many have been produced to date ? 

Mr. Pixe. I would like to refer that to the Air Force. That is an 
operational matter with which I have not been closely associated. 

Mr. Manon. I will read from the report. I have heard complaints 
about this for years. 

Northrop Aircraft Co.’s Snark guided missiles has been a research and devel- 
opment project for years, costing over $206 million; however, 68 percent, or 
$141 million has come from money appropriated for production contracts. 
Northrop has protested designation of one of its contracts as a production type, 
but the Air Force has declined to change it even though it would benefit the 
program. 

Will vou comment on that? 

Mr. Pike. | would like, with your permission, to refer that to the 
Air Force. 

Mr. Doveras. Mr. Chairman, I take it the problem is whether we are 
using production funds for what is not generally regarded as a produc- 
tion problem ? 

Mr. Manon. That is the question discussed in the record on page 59 
(p. 38 of this hearing), but I have more in mind this business of 
definitive specifications. You can take either approach, or both, if 
you will. 

Mr. Dovenas. IT rather wish that you had a better witness, one who 
is more personally familiar with the Snark campaign. However, 1 am 
generally familiar with it. 

T would just say this—when you get into the highest level of compli- 
cated new weapons the problem of writing ) CRTC is one that. 
cannot be handled satisfactorily. You have the problem of the guid- 
ance system; you have the problem of the vehicle itself that will carry 
on and goon the target. In every area, in the propellant area, you are 
doing things to start with that are 100 percent development. 

Now, as to the use of the fund, you may, I think, under existing regu- 
lations and guidelines, determine that you are going into the produc- 
tion of test quantities even though your specifications may not be a 
hundred percent satisfactory and you may expect to change those down 
the road. If you are going into production quantities for test, under 
the guidelines that exist you may use certain production funds. 

The problem is a difficult problem. It is not a black and white 
situation. There is a gray area in this business of production funds 
and research and development funds. 

We think that we have a pretty good regulation that we are operat- 
ing under at the present time out of the Office of the Secretary of 
Defense, and we try to stay with it. 

Mr. Manon. As I understand it, this report points out we lose a lot 
of money because we go into operation when we do not know enough 
about what we want produced to be able to give any sort of definitive 
specifications. To the extent that we can get away from that—and we 
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annot get completely away from it—we can get more efficiency and 
save money. The question is, How can that issue be met? What 
would be your comment ? 

Secretary Wirson. If you have been reading the papers you will 
notice that IT have been getting criticized for trying to do just what 
you are talking about. I would like to talk on the basis that if some- 
thing goes on the record that I think should not be on it, I can take 
it off afterward. 

Mr. Manon. Certainly. 


SNARK PROGRAM 


Secretary Witson. I happen to know a good bit about the Snark 
program. It is something that I have been digging into. 

(Discussion off the record.) 

Secretary Witson. If we got into trouble in the next 2 or 3 years it 
would bea very valuable weapon. 

We have them in various stages of performance, or test. Secretary 
Quarles and I spent quite a little time yesterday going over this pro 
gram and where it is and what its proper value is, and the forward 
financing of it. 

With regard to this research and development business, in the first 
place, if you know what you are going to get out of it, it is not research. 
Research is an effort to move into the unknown and get some new data. 
The development phase, particularly in the missile and aircraft field, 
is quite complicated. In ordini ary machine design we have what we 

call a factor of safety, or a factor of ignorance. You will make a 
part about twice as heavy as it has to be in order to make it good 
enough, but if you do that for an airplane it is too heavy. So you 
have to work everything down to where there is no extra margin. All 
of the missiles are in that same category. 

The Snark came out with a lot of new things—guidance, and a 
self-flying airplane is quite a trick. I am sure that the people who 
started it never thought it would take 10 years. It was started about 
10 years ago. You are correct in saying there has been a lot of money 
poured into it, but money has been poured into all of these things in 
this area. 

Will you read the statement again by the investigator about re- 
search and development ? 


USE OF RESEARCH AND DEVELOPMENT FUNDS FOR PRODUCTION 


Mr. Manon (reading) 

Northrop Aircraft Co.’s Snark guided missile has been a research and develop 
ment project for years, costing over $206 million; however, 68 percent or $141 
iillion, has come from money appropriated for production contracts. Northrop 
has protested designation of one of its contracts as a production type, but the 
\ir Force has declined to change it even though it would benefit the program 

Secretary Witson. With regard to that last statement, why did the 
man say it would benefit the program? What is his reason for that / 

Mr. Manon. I do not know. 

Secretary Wison, You see, the classification of accounts, and the 
pocket that we take the money out of to pay for it is not going to 
change the cost at all. The real thing is whether we are doing the 
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right thing or not, or whether we tried to push a development before 
it is ready and build too many of the articles. That has little or 
nothing to do with which account you put the money in. There is 
a flexible area between research and development and final produc- 
tion in quantities of duplicate items. In our race to keep ahead and 
get everything that we possibly can, we make frequent expensive 
changes in all of our highly technical production. 

Mr. Manon. Here we have ordered the Snark with production 
money, procurement money, and the thing has been just a twinkle in 
somebody's eye for a long period of time. They keep on getting the 
money. We finance it from year to year but we do not get the Snark. 
It is a little confusing to call it production when actually it is more 
or less research and development. 

Now, in connection with the statement you have made, Mr. Secre- 
tary, let me read from page 60 of the report (p. 38 of this hearing), 
beginning with paragraph 2: 

In July 1955 Northrop made a presentation to the Procurement Directorate 
of AMC as to the administrative problems surrounding the development of the 
missile under 2 contracts and proposed that the 2 be superseded by 1 contract. 

In the foreward of its proposal Northrop pointed out that 1 contract, the 
research and development one, had been in effect for 9 years with over. 100 items 
in the statement of work and 36 supplemental agreements and change orders. 
The other contract, the “production” one, had been in effect 444 years and had 
35 supplements and change orders. The contractor believed “that performance 
of the missile program would be materially benefited by restating the existing 
contractual commitments and by consolidating the 2 contracts into 1 research 
and development contract.” 

That would be in response to your answer, Mr. Secretary, as to 
why the investigator said that a change in the program would be 
advantageous. 

Secretary Witson. I would like to talk on this point for a moment: 
The separation of research and development and production is desira- 
ble if you can clarify the breaking point. We ought to clean up the 
research and development part of this and if we want some more of 
the missiles, go ahead with production. I can see how Northrop 
would rather have just. one order to charge all their expenses to. It 
is more flexible with all these changes and I am in great sympathy 
with that, but I do not know what you can do about it when you are 
trying to push ahead into the area that this has to go. 

Mr. Manon. Weare discussing two problems here. 

I was impressed with this procurement report headed “Research and 
Development Funded With Production Money,” starting on page 56 
and going through several pages, including what we have been saying 
about Snark. It seems to me that the Department needs more re- 
search and development money rather than using so much of this 
money for production costs, because the production costs are so mis- 
leading. So much of it is really research and development and not 
production costs. 

Mr. McNett. I hope that we can work out a more precise definition 
of each. For some years, in fact, for almost long enough to make it a 
custom, test quantities of new missiles and aircraft have been pre- 
sented to you to justify the money appropriated in the production 
account, although I think we all knew essentially they were test 
articles, at least the first production items. I think that we can make 
an improvement in it. I think that the use of production funds for 
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the Snark was certainly in the open as between the committee and 
ourselves. 

Mr. Manon. There is no doubt about that. You have not misled 
us about it. It does seem to me that there is a lot of merit in the 
comment. 

Mr. McNett. I think that we can do something to improve the defini- 
tions or classifications. 

Mr. Manon. Maybe it would be desirable to go ahead and call re 
search and development production when it is actually more of re 
search and development activity. 

Secretary Wiison. Here is another factor: With the benefit of hind- 
sight we should not have ordered as many Snarks as we did. We 
should have had a greater concentration of improvements on a re- 
duced number of missiles. I think that we can say that from where we 
sit now. But if you will go back a piece, right after Korea, you will 
tind that July 1, 1954, was set as a date of maximum danger. If we 
had gotten into war we would have tried to use some of the things, 
perfect or not. We would have made atry. I am not very critical of 
those people that accepted that as the policy. They took a calculated 
risk in a number of areas. They did not all turn out so well, but the 
first B-29’s that we had the boys fly were also not what we should have 
had. They were pretty troublesome airplanes. We used them. 

I am not inclined to be too critical of the problem from that angle. 
Anyone who has handled this kind of business would like to do it in a 
very orderly way—study over the designs before making too much 
hardware, trying the first ones to a point where you get your informa- 
tion and then make your improvements in a reduced number at less 
expense. Then there will be a lesser number that you will have to 
keep making over and changing all the time. Some people think 
that takes too much time. There is the old argument that you have on 
the lead time. No one knows how much the lead time is going to 
be on a new article. You cannot talk a bad machine into being a good 
one; it rates itself. 

Mr. Manon. I would like to read from page 62 of the record (pp. 
39 and 40 of this hearing), and have an explanation, beginning about 
the middle of the page. 

The engine contractors stated that the services allow this type of cost because 
there is not enough research and development money available to carry on 
product development work. When asking Congress for funds, the services find 
it difficult to justify research and development projects, many of which may not 
be productive. Since the services find it easier to obtain production money it is 
simpler to carry on engineering projects under production contracts. 

I would like to have an evaluation of that statement from anyone 
competent to do it. 

Is it true that you like to come before the Congress and say, “We 
do not have all of the bugs out, but we want to buy a new missile, the 
Snark, and we want so much money for production.” It does sound 
inviting all right, because here we are going to get something actual, 
physical, and operational with our money, but on the other hand, 
if we have been niggardly in providing research and development 
funds throughout the years, I have not known of it and I have worked 
on the Appropriations Committee since 1940. There was a very, very 
minor reduction 2 years ago, I think, of 5 percent. There was no 
reduction in research and development funds last year. Prior to the 
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Korean war, about $75 million, as I recall, was lopped off of research 
and development funds at one time, but you just do not get the idea 
that Congress backs away from providing necessary research and 
development funds. 

I might say that the cuts made to which I have referred were, I 
believe, made largely because of unobligated balances. 

Secretary Witson. I can state my own personal position. I feel 
that I can come before this committee and get money for any purpose 
on its merits. That is the way I feel about it, and I am willing to 
take it on that basis. So I would not put too much weight to this 
business one way or the other. The real difficulty is in determining 
what you call it. In other words, what is development? When you 
start to buy appreciable quantities of an article, what category do 
you put it in? I do not think it makes too much difference what you 
call it as long as you know what you are doing and that is the decision. 
We have made a review of what our total expenditures are that are 
tied up in this business of making new and superior weapons. All of 
these things are tied up in it, new facilities, new test setups, research 
and development, pilot orders—large quantities of test items in some 
cases—and it is an astonishing amount of money. 

Mr. Manon. Pursuing this question further as to research money 
and development money, someone made a speech which was put into 
the record here not long ago, last week, I believe, by General White, 
in which he pointed out that research money was hard to come by; 
that legislators looked with jaundiced eyes upon such requests. I am 
not using exact quotes, but his remarks are in the record. 

Where does this come from? Is it just from the brain of some 
speechwriter, or is there something in the Pentagon that I have not 
heretofore been aware of? I had thought that research and develop- 
ment money was the most popular money that you could ask for. 
There seems to be a prevailing view otherwise. 

Secretary Wuson. I think that I would join you on that. 

Mr. McNetu. The statements on the two pages here bring out two 
interesting points. Here we have the Northrop example where they 
want the money under a single contract. I can see their reasons for 
it. It would be easier to administer. 

Then we go over to page 62 (p. 40 of this hearing) and find another 
manufacturer does not want it in a single account because his quoted 
price for the engine would look high. I quote: 

One reason is that the engine costs to the Government are distorted so when 
an engine price is quoted it is actually twice what the engine is basically costing. 

Well, this manufacturer wants it separated so he does not show a 
higher price for his engine. So we have two conflicting views stated 
before us. 

Mr. Suerrarp. I do not agree with your conclusion there. Frankly, 
if you will read the two statements, I think that they are both driving 
at the same thing about the production costs. As I interpret the 
statement of the man in the engine caterory, he is objecting to it be- 
cause it distorts the cost of his engine. That is his statement. They 
both have the same complaint about the way the money is allocated. 
That is what they are complaining about. 

Secretary Witson. One is complaining one way and one the other. 

Mr. Sueprarp. That is correct. 
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Mr. Manon. Let us put into the record at this point the last para 
graph on page 62 and all of page 63 (p. 40 of this hearing). 

(The pages of the report are as follows :) 

The engine manufacturer does not like this situation. One reason is that 
engine costs to the Government are distorted so when an engine price is quoted 
it is actually twice what the engine is basically costing. Furthermore, it is not 
fair to the manufacturer whose production contracts are dwindling because with- 
out new contracts he will not receive funds to carry on engineering development 
work. This means that the company with the greatest amount of business has 
a definite advantage over his competitors because he is able to maintain large 
engineering staffs which are bound to turn out new products that can be sold 
to the services. 

This contractor, who was not in the category of being low on Government 
business, suggested that the services should separate the development work 
from production contracts. By doing this the Government would know what 
it is actually receiving for its money. 

Mr. McNem. I do think that the last paragraph on page 63 (p. 40 
of this hearing) makes a very good point, and it is the core of the 
problem. It indicates that prob ably we should do a little better job on 
classifying certain costs. So long as engine production is running at 
a high rate, a low percentage of that total cost allocated to engineering 
keeps his engineering staff running beautifully. The minute that his 
production contracts drop, he does not have money for his engineering 
staff. That is what he means in essence, and I think we can perhaps 
do something to deal with that kind of situation. 

Mr. Wurrren. I wonder if I may interpose. I wonder on what 
detail these funds were justified to the C ongress. I note from reading 
your other directive out of the Secretary’s office that whichever desig- 
nation in the field it might have would place it in one category or 
the other. 

Secretary Wirson. I think that it might. I think that might likely 
be so. I think in the Northrop case they would like to have it in one. 
At least they do not get into argument then about the classification 
of expenses between the two. That is always a problem that our 
people work on. 

Mr. Manon. I think the record will show that most of this money, 
while it has actually, in a sense, been for research, was obtained from 
Congress under the guise of production. 

Mr. Doveras. I think perhaps it would be useful to give you the 
breakdown on Snark between the research and production f funds. 

From the outset in 1953, and prior years, there was $50,800,000 on 
research and development. There was $170,600,000 of production 
money. 

| think that it might be helpful to just read five lines out of the 
Department of Defense directive 7220.5, which are as follows: 

Excluded from the research and development appropriations are (a) ma- 
terial procured under procurement and production-type appropriations for in- 
ventory, and (b) procurement of items in quantity for testing prior to accept- 
ance for inventory (including engineering, developmental, operational, suitability, 
and user tests). 

I just read that to emphasize the fact that I would think it entirely 
natural that production funds should be used in connection with this 
Nnark program as they have been. You have a very real problem, I 
think, in keeping clear records as to which is whic -h. although I take 
it that most of the research and development money was placed on 
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particular components for development, such as the guidance system, 
and so forth. 

Mr. Manon. On page 56 of the report (p. 37 of this hearing) I read 
the following : 


The Air Force is operating without a clear policy guidance from higher au- 
thority as to what constitutes research and what constitutes production. 

Secretary Witson. I think that is generally a fair statement. 

Mr. Doueuas. I think that the directive I just read is pretty clear, 
at least as to test quantities being available, or eligible for production 
money. 

Secretary Witson. That is what it says, but you could still say as 
long as they were test quantities they were development and not pro- 
duction quantities. The final thing is when they are programed for 
field units for wings or battalions. When you get the thing far 
enough along to where you can duplicate the article and put it in 
battalions or wings, or something else, then you have an operation 
that is definitely defined. Anything in between there, if you wanted 
to, you could call development. It is not research in many cases be- 
cause the fundamental research part of it has been completed, but 
you still do not have your perfected article. 

Mr. Manon. I am reading further from page 56 (p. 37 of this 
hearing) : 

Department of Defense instructions and definitions on this matter are am- 
biguous. The impact of this confusion on AMC is that the buying command 
of the Air Force may be violating the appropriations acts and the intent of the 
Department of Defense. The command’s budget group do not feel that they 
can prepare budgets which are defensible on a sound policy basis, and they 
believe AMC is placed on the horns of a dilemma to either fund whatever 
projects research and development give them or to prove why they are not ap- 
propriate. 

DELIVERY SCHEDULES 


At the bottom of page 5 of your statement, you say : 


The report in this regard recommends the use of liquidated damage provisions 
in our contracts. Our experience shows that we must expect contractors to 
increase prices to take care of these contingencies. Used across the board, 
liquidated damage provisions would result in increased cost. 


I believe that the investigators’ criticism applied only in those cases 
where the contractor is given preferential treatment because of 
promised delivery schedules. It was thought that the Department 
should not be so liberal in extending delivery schedules in those in- 
stances. I direct your attention to page 148 of the report (p. 79 of 
this hearing), which deals with a contract to Reo Motors, Inc., to 
whom, according to our investigators, the amount of $1,340,000 was 
paid to accelerate deliveries, although the established delivery sched- 
ules were never made. 

(Information with respect to this matter, is as follows :) 


The Reo Motors case related to an Army procurement. The Army, conse- 
quently, has investigated the procurement and have supplied the following 
information : 

The committee reports states that Army Ordnance expended $1,341,103.98 by 
execution of supplement No. 1 to contract DA 20-018-ORD-9194 with Reo Motors 


in order to expedite deliveries but that deliveries were not expedited under the 
contract. 
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Report pertains to only one contract. It is proposed that query should be 
considered in the light of the impact of supplement No. 1 on a total program for 
214-ton vehicles involving four contractors and subcontractors; namely, Reo, 
Studebaker, Timken Axle, and International Harvester. 

Examination of contract No. 9194 in which specific reference is made to Reo 
contract No. 17420 and Studebaker contract No. 9195 indicates that supplement 
No. 1 contemplates the expansion and acceleration of the total 214-ton-vehicle 
program. 

Quantity production of the M34 series trucks was initiated by the execution 
in June 1949 of contract No. DA 20—-018—ORD-17420 with Reo Motors, Inc. This 
contract called for the delivery of 5,000 trucks at the rate of 500 per month. 
This production was within the capacity of Reo and its subcontractors without 
special production expediting measures. In fact, Reo, as a sole producer was 
able to exceed 500 per month deliveries to some degree. 

By the end of fiscal year 1950 developments in the world situation indicated 
the necessity of broadening the production base for the production of tactical 
vehicles. On June 24, 1950, and additional contract was awarded to Reo. 
This contract (No. 9194), the subject of comment in the committee report, 
required delivery of 3,900 additional vehicles at the rate of 500 per month 

Simultaneously (June 24, 1950) a contract was executed with the Studebaker 
Corp. requiring 4,C00 vehicles to be delivered at a peak rate of 500 per month. 

The world situation became more ominous in the fall of 1950 and Reo was 
directed on December 4, 1950, to expand capacity to the point of producing 900 
vehicles per month instead of 500 as established. Reo was also directed to act 
as subcontractor to Studebaker for the supply of engines and certain metal parts. 
Reo was further established as a source for cabs for the 5-ton vehicle being 
manufactured by International Harvester Co. 

Expansion of capacity as above detailed generated the following requirements 
resulting in the execution of supplement No. 1 to contract 9194. 

(1) $70,000 was required for Reo for additional motor-test cells and metal 
working machinery. 

(2) $1,271,103 was required to expand Timken Axle set production capacity 
from 500 to 900 per month. 

The above two amounts combined constituted the total of supplement No. 1. 

The Timken requirement was negotiated on an axle set unit price increase of 
$303.25 per set, broken down as follows: 


To establish additional Timken subcontracting sources ; $238. 20 
To provide additional special tooling to Timken_______ . . 06 


Total 308. 25 


oO. med 


The underscored portion of the committee report (p. 143) represents a quota- 
tion to support an expression of opinion that is not supported by the contract 
files. The $70,000 expenditures was approved by letter from OCO dated Novem- 
ber 29, 1950, file reference OO 160/7121. The $1,271,103 expenditure was ap- 
proved by letter from OCO dated December 15, 1950, file reference OO 160/7706. 

It is considered that supplement No. 1 was necessary and effective in expand- 
inb the total production base of vehicles from 500 to 900 per month. Although 
factually, deliveries were not accelerated on the specific contract No. 9194, the 
214-ton program as a whole (Reo and Studebaker) was accelerated as to the 
prime objective; namely, the broadening of the mobilization base. An evalua- 
tion based on actual delivery rates of the end item under only one contract does 
not consider the impact of lead-time requirements. Programwise, the lead 
time employed in establishing the expanded base was entirely within reasonable 
limits. Exhibit A attached indicates that the objective of raising Reo produc- 
tion rates from 500 to 900 vehicles per month was substantially accomplished as 
aiding Studebaker in accelerating their program. 
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Exnuisit A 


Total deliveries for 2%-ton truck program 





| Reo | 

















| Stu- 
Contract | Motors, | Contract; Total | baker | > cal 
17420 | Inc. con- 8126 | Reo contract — 
tract 9194 | 9195 | 

= - | i rie = 
December 1950_-_-_----- site Matas Dome wk bee 942 0 0 | 942 | 0 | 942 
ta dans ndducouvenersnare conden 453 534 0 948 36 1, 028 
NS te ee 0 840 0 | 840 | 179 | 1,019 
IID oo cota oc adacncns wees 0 777 | 0 777 | 306 1, O83 
ES a ee cated ; 0 | 659 0; 659 | 566 | 1, 225 
RE tty io. ck < cswwersevcsanelacsiie 0 | 25 978 | 1, 003 | 631 1, 634 
June 1961. ....--- ; ae 6 266 694 966 7 1, 666 
NE Ie ssc ek aa caep canes renews lb pWnwe st 261 | 591 | 852 937 1, 789 
pS eee ereercn ey reeeegs “eee ee 177 593 | 770 1, 118 1, 888 
September 1951 (strike) (Reo) --......-.---|---------- 76 118 | 194 726 | 920 
October 1951. ......... oaks ius nature ia bkeee tw aden 115 994 | 1, 109 1, 420 2, 529 
November 1951_______- Pele Leese ee. 1 684 685 906 | 1, 591 
ER ee ee ee eee ee 5 | 1, 057 1, 062 3853 1, 915 





COOPERATION BETWEEN AUDIT AND CONTRACTING OFFICERS 


Mr. Manon. Last year, comments on page 11 with respect to co- 
operation between audit and contracting officers, I believe the in- 
vestigators’ comments dealt merely with the lack of close cooperation, 
and you seem to agree that it is highly desirable that area 
yersonnel rely on their auditors for advice and counsel. I do not 
velieve that it was ever suggested that two individuals, each with 
mutual authority and responsibility, make the same determination 
as you have indicated. 


ROYALTIES AND LICENSE FEES 


On page 6 of your statement you state, in the next to the last para- 
graph: 


The contractor retains title to the patent and the right to collect royalties 
on all commercial production— 


although on the top of page 7 you state that the— 


Air Force practice is to insist upon a reduction in the contractors’ general and 
administrative overhead expenses account to reflect the royalty income received. 


My question is do we feel that it is fair to the Government when 
the Government pays completely for development and, in some in- 
stances, for facilities, to give to the firm the patent rights for all 
commercial ee eee The report refers to North American Avia- 
tion, Inc., which is 99 percent devoted to Government business. What 
are your comments as to this matter ? 

(The information requested is as follows :) 


It is fair for the Government to receive from its research programs only a 
royalty free nonexclusive license with respect to inventions conceived or first 
actually reduced to practice under our research and development contracts, and 
to permit the research and development contractor to retain title to the patent 
and the right to collect royalties on all commercial production. The principal 
reason for believing that the above is fair grows out of the fact that the Gov- 
ernment is accorded all of the rights which it needs, i. e., to use itself or to 
authorize its contractors to so use. It follows that acquisition of the complete 
title would mean obtaining more rights than the Government needs. 

It is right for the research company to share, since: 

(a) It is the best incentive to our contractors to invent. As a matter of 
interest, this incentive is recognized within a large segment of industry wherein 
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the concerns have entereed into employment agreements with their scientists 
and engineers under which they either share the results or even permit the em- 
ployees to retain commercial rights. Under these circumstances, the incentive 
would be for the employee-inventor to work on those projects which offer a 
potential return to him and to disregard governmental work if these did not 
offer that potential return. 

(b) Experience over a number of years leads to the strong conclusion that 
the research organizations of industrial organizations are not available for 
hire at all, but if they could be made available, the Department of Defense 
could not, Within existing appropriations levels, possibly pay the cosis of doing 
business on that basis. In short, adoption of the full title concept would wreck 
our research and development program. The importance of that program is well 
known to this committee. 

The remaining question of interest to this committee is what would the Govern- 
ment do with the greater rights than it needs if it acquired them. Among the 

enues available are, first, it could embark upon the business of licensing the 
‘ights to commercial users for fees. Aside from the apparent problem of which 
user should the DOD license, and upon what terms, the end result is for the 
Government to project itself wrongfully into the industrial field. Secondly, a 
license could be granted to any person who requests it. This is not desirable 
since an invention to be valuable requires commercial exploitation. Licensees 
would be reluctant to invest the necessary capital unless assured of an exclusive 
position with respect to the items. Thus, full Government ownership of patents 
would have the ultimate effect of removing the patent from commercial usage. 


TRAINING OF CIVILIAN PERSONNEL 


m won. As to the civilian procurement and audit personnel, 
at facilities do vou have for training people in this very important 
feet field ¢ 
‘The information requested is as follows :) 


‘The Departments of the Army, Navy, and Air Force have supplied the follow- 
ing relating to the facilities which they have for the training of civilian procure- 
ment and andit personnel. 

ARMY 


The Department of the Army considers that the recruitment training and 
retention of qualified personnel is one of the major objectives of each command. 
To this end there are continuing efforts to obtain qualified individuals. Each 
command will. of course, employ on-the-job training and will hold numerous 
conferences on procurement problems. Additionally the Department of the 
Army and the technical services use the following schools in the procurement 
field for both military and civilian personnel. 

(a) Fort Lee, Va.: (supply management course, started October 11, 1954, 
based on Harvard University course in business administration). 

(b) JAG schools at Charlottsville, Va. 

(1) Regular procurement law course for JAG. 

(2) Contract-termination school. 

(3) Procurement law for military and civilian (nonlawyers). 

(c) Procurement course at Fort Lee, Va. 

(d) Use of established educational facilities. 111 officers sent to business 
administration schools in 1955, plan on 115 to be sent in 1956. 

(e) Command management course at Fort Belvoir, Va. 

(f) Technical services conduct various schools and seminars in the procure- 
ment field. 

(1) Each technical service in its basic and advanced military courses include 
courses on procurement. 

(2) The Quartermaster Corps runs a subsistence school in Chicago which 
deals with procurement and inspection of subsistence. 

(3) The Ordance Corps runs an Ordnance financial management training 
program at the University of Toledo which primarily Ordnance is open to other 
Services—includes procurement. 

(4) The Ordnance Corps has an Ordnance management engineering training 
program at the Rock Island Arsenal, Illinois. 
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(5) The Signal Corps has both basic and advanced courses in supply manage- 
ment at Fort Monmouth, N. J. 

(g) The Army Audit Agency uses the following means of training personnel in 
the very important field of auditing. 

(1) A 3-week training course was conducted at Georgetown University for the 
instruction and evaluation of new employees. This course is offered to college 
graduates and is expected to be an annual course. 

(2) A 3-week training course has been held at Stroudsburg, Pa., to instruct 
supervisory personnel. This program is expected to continue. 

(3) Two-week training schools are periodically held at regional level for the 
training of operating personnel. 

(4) There is a continuous evaluation of the training level of personnel and 
the requiring of additional training if standards are not being met. 

(h) There have been, in addition to the above, a number of conferences held 
with operating personnel for the purpose of furnishing guidance and instruc- 
tion. Examples of such conferences are: 

(1) A series of conferences in key cities for discussion of procurement prob- 
lems between policymakers and field procurement personnel, personally con- 
ducted by Mr. Higgins, the Assistant Secretary of the Army (Logistics). 

(2) A series of conferences has been started by Mr. Higgins, the Assistant 
Secretary of the Army, with representatives of industry to discuss procurement 
policies and practices. 

(3) A series of conferences was held in fiscal year 1955 with the small-business 
specialists of the Department of the Army to insure uniform application and full 
compliance with small-business policy. 

(4) A series of conferences with industry and with contracting personnel to 
discuss application of labor laws to Government contracts. 


NAVY 


Turnover in procurement and contract administration jobs is no greater than 
in other assignments throughout the Navy. In this field the preponderance of 
all personnel assigned are civilians and we are unaware of any alarming lack of 
continuity in their employment. It is believed that the staff report deals only 
with the personnel situation observed in the Bureau of Aeronautics and in field 
activities associated with that Bureau. The principal military personnel in- 
volved in the report are those assigned as contract administrators in aircraft 
plants—the Bureau of Aeronautics representatives. These jobs are normally 
staffed by reasonably senior aeronautical engineering specialists who have had 
much experience in handling industrial matters in connection with aviation. 
Their tenure in contract administration jobs may be too short. This subject is 
under study. Nevertheless, they are supported by permanent civilian staffs 
which provide the continuity in administration which is sought. In the Navy 
practically all negotiations and most contract administration matters are con- 
ducted by civilian personnel. 

The Navy, like the other services and, in part, in conjunction with them, has 
extensive training courses for procurement personnel. We have conducted train- 
ing programs for contract negotiators, buyers of lower grades, and for those 
concerned with contract terminations. We are now instituting a course in con- 
tract administration. An end product of each of these courses has been a 
carefully conceived and very detailed textbook. Many sessions of each of these 
courses have been conducted and they are repeated as necessary. We have had 
representatives of the other services attend our courses and, in turn, Navy 
personnel have attended theirs. This interchange has been helpful to us all in 
developing these courses. 

AIR FORCE 


The Air Force entrusts buying responsibilities only to competent, highly quali- 
fied personnel. Some of the general qualifications required of such personnel 
are: 

1. Moral fitness. 

2. Substantial business experience (preferably in purchasing, contracting, or 
other allied fields). 

3. Professional and specialized experience, including work as a lawyer or 
accountant, where, in connection with such work, it was necessary to have a 
knowledge of contractual matters. 

4. Evidence of business acumen and high degree of intelligence. 
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5. Knowledge of the basic policies, procedures, and instructions governing 
procurement, 

In order to maintain the requisite high level of knowledge and to keep our 
contracting personnel abreast of the latest procurement policies and develop- 
ments in procurement techniques, as well as to afford an interchange of ideas 
they are required to attend various courses dealing with general and specialized 
aspects of procurement. Some of these courses are— 

1. Formal training school at Cheyenne, Wyo. (purchasing and contracting). 

2. Administrative contracting officers courses at air materiel areas and air 
procurement districts. 

3. Termination courses at Headquarters, Air Materiel Command. 

4, Local purchase course at Headquarters, Air Materiel Command. 

5. Pricing seminars at local installations by experts in this field from Head- 
quarters, Air Materiel Command. 

6. Production procurement course, Headquarters, Air Materiel Command. 

7. Senior buyers’ course, Headquarters, Air Materiel Command. 

8. Buyers’ general course, Headquarters, air materiel areas and depots. 

Price, cost, and profit analysis, Headquarters, Air Materiel Command. 

The training program of the Auditor General has been given increased empha- 
sis. We are recruiting college graduates as GS—5 trainees, giving them a 2-week 
course at a central school, plus 5% months of intensive on-the-job training. In 
addition, off-duty projects are assigned to these trainees, and every other week 
a 4-hour training session is held, wherein the training material is related to 
the actual problems in a particular office. In turn, regularly scheduled training 
sessions are held for the other audit personnel. It is also the policy to rotate 
personnel in their job assignments in the audit field. This rotation is designed 
to increase the effectiveness of personnel and to prepare them for increased 
responsibilities. 

The normal tour of procurement-production officers within the Air Materiel 
Command has been established at 4 years. Certain key procurement positions 
are further stabilized under the key position assignment program. This is a 
specially tailored program under which the Air Materiel Command is allotted 
300 spaces. The officers in these spaces may be retained in their jobs indefinitely 
at the discretion of the commander, Air Materiel Command. 

Insofar as retaining our personnel in the logistics field, our rate of turnover 
in and out of the procurement-production career field, and from a reassignment 
viewpoint, is lower than in any other field with the possible exception of the 
research and development career field. 


SUMMARY OF INVESTIGAT( RS’ FINDINGS 


Mr. Manon. In order that we may have an orderly record and to 
obviate the necessity of reading each item into the record, we will 
place in the record at this point the investigator’s summary of findings 
which appear on pages 3, 4, 5, and 6 of the report (pp. 10 and 11 of 
this hearing). 

(The matter referred to is as follows:) 


SUMMARY OF FINDINGS 


1. Availability of information on written procurement procedures is over- 
whelming, but specific data on individual major procurements from origin of 
procurement directive or authorization to completed delivery is most difficult to 
obtain. Legislative liaison personnel in the Army and Air Force hampered con- 
tinuously staff examinations of specific contracts and related files. 

2 The Armed Services Procurement Act, Public Law 413, 80th Congress, 
implemented by the armed services procurement regulations and the procurement 
manuals of the Army, Navy, and Air Force describe formal advertising as the 
most desirable and effective method of contracting. However, in all 3 services 
the greatest portion of high-dollar procurements are accomplished through nego- 
tiation under incentive or price revision type contracts. 

3. The armed services procurement regulations (ASPR) have been in develop- 
ment since 1948 with 16 major sections completed to date. Serious deficiencies 
exist with respect to policy guidance in the basic cost principles applicable to 
price redeterminable contracts. Policy guidance is lacking in subcontracting. 
No definitive direction is available for handling income from royalties and license 
fees, 
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4. The staff concentrated its contract review efforts in the area of cost-plus- 
fixed-fee, fixed price incentive and fixed price redetermination types of contracts. 
In this connection the staff reviewed airframe and engine contracts in the Air 
Force and Navy Departments, and performed a general review of the contracting 
activities of Ordnance and Signal Corps of the Department of the Army. 

5. Frequent delays in establishing firm target prices on incentive and price 
redeterminable type contracts have seriously impaired the Government’s nego- 
tiating position and have, in effect, defeated the purpose for which these types 
of contracts were designed. The labeling of incentive type contracts as fixed 
price contracts, whereas in fact they provide for reimbursement of cost incurred 
plus a profit (with an overall ceiling), is admittedly poor practice. These con- 
tracts are flexible contracts and should be called such. 

6. Unconscionable delays have taken place in formalizing letter contracts 
into definitive contracts, diluting the Government’s opportunity to obtain fair 
and reasonable prices hecause the contractor realizes the Government can little 
afford to cancel work in process with the attendant production delays and added 
costs. The great abuses in this area concern the so-called calculated risk taken 
by the Government starting into production on untried and unproven equip- 
ment, and the position of the military services that the state of the art does 
not lend itself to definitive specifications at the beginning of certain secret and 
complex production contracts. 

7. Lengthy delays were noted by the staff in processing and approving engi- 
neering changes. Such delays result usually in increased cost to the contractor 
and, in turn, to the Government. 

8 Delayed deliveries are commonplace. Unrealistic delivery schedules are 
accepted from contractors for complex military equipment, followed by con- 
tinuous amendment of these contract schedules to extend delivery dates often as 
much as 2, 3 or 4 years beyond the original contract date. Two things are 
basically wrong with such procedure: the original planning and requirement 
determinations are usually inaccurate and production funds are diverted into 
research and development activities and often obligated just prior to the close 
of the fiscal year. 

9. Cooperation between auditors and procurement personnel, which exists at a 
minimum in some areas, should be required by higher authorities. Training 
programs for procurement and audit personnel should be continued and extended 
to the lower grades. Uniform audit procedures for incentive and price revision 
contracts are lacking and should be prepared without further delay. 

10. Weaknesses in requirement computations, inaccurate inventories, inade- 
quate stock records, excessive paperwork and lack of price control have hin- 
dered efficient and economical procurement of spare parts. Even though massive 
detailed effort goes into computations, the formulas are incomplete, requiring 
adjustments based on ‘class knowledge.” Glaring errors noted by the staff in 
records of assets on hand and on order show that data used in formulas are in- 
accurate. Action in declaring parts excess to needs while procuring identical 
parts reflects chaotic condition of records at Central Air Materiel Area, Cha- 
teauroux, France. Due to inadequate stock control, 5,508 Navy radios valued 
at $11.006,000 cannot be located and as a result, 2,000 additional sets are on 
order. 

11. The high rate of turnover of procurement and contract administration 
personnel, both military and civilian, has seriously affected the efficiency of 
the procurement and contract administration functions. Training of personnel 
in these operations, where it has existed, has been haphazard. The Govern- 
ment’s position in negotiation, controlling production costs and maintaining 
contract deliveries is seriously weakened by lack of personnel continuity in these 
functions. 

12. Special attention is invited to the body of this report, particularly section 
VII and the supplemental report of even date containing case studies on Pratt 
& Whitney and Boeing Airplane Co. which describe in specific detail flagrant 
deficiencies in the procurement and contract operations of the Army, Navy and 
Air Force. 














































NEGOTIATED CONTRACTS 


Mr. Manon. Some of these items I have already touched upon, and 
I would like at this time to take up the more significant remaining 
items. 
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Point No. 2 refers to the high ratio of procurement accomplished 
through negotiation under incentive or price-revision type contracts. 
rhe Hébert committee reports that during the period January 1, 1953, 
through June 30, 1955, the total of such negotiated contracts amounted 
to something over $36 billion which represents over 94 percent of the 
total procurement dollar. Is that correct? This committee also 
reports that during the same period out of a total of approximately 
1,642,000 contracts, over 93 percent were negotiated. Is that substan- 
tially correct ¢ 

(The information requested is as follows :) 


The statistics maintained in the Department of Defense cannot be reconciled 
with those cited from the Hébert committee reports. The attached report sum- 
marizes by fiscal year the award of contracts by type which exceed $10,000, This 
report covers the great proportion of procurement dollars spent. The terms 
“incentive or price revision type contracts” are presumed to refer to the terms 
“flexible,” “maximum,” and “incentive,” set forth in the attachment. Accord- 
ingly, during fiscal years 1953, 1954, and 1955 less than $22 billion was awarded by 
these types of contracts which represents about 38 percent of the procurement 
dollar. 

Our statistics indicate that in fiscal years 1953, 1954, and 1955, the military 
departments entered into approximately 9 million purchase transactions (which 
term includes contracts) of which approximately 93 percent were negotiated. It 
should be recognized that the largest bulk of the number of our transactions are 
for less than $1,000, all of which are negotiated. 
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TOTAL APPROPRIATIONS FOR PROCUREMENT 


Mr. Manon. Can you tell the committee what the total appropria- 
tions of the Department of Defense are for proc urement in fiscal years 
1955, 1956, and budgeted for fiscal year 1957 / 

( The information is as follows: ) 


Department of Defense, total appropriations for procurement—fiscal years 1965-57 


[In thousands] 


Fiscal year 
1957, Presi- 
dent’s budget 
request 


Fiscal year Fiscal year | 
1955 appro- 1956 appro- 

| priated priated 

| 


Category III, major procurement and production set 1 $7, 125, 889 1 $9, 606, 851 1 $10, 304, 339 
Plus identifiable procurement in other categories: 
Category II, maintenance and operation.______- 2, 242, 2, 413, 093 2, 461, 443 
Category I, military personnel costs 948, 750 726, 944 655, 094 
Category V, Reserve components.-............._.__- , 825 22, 520 37, 186 


Total, procurement... : ; , 357, 635 2. 769, 408 13, 458, 062 


No new funds were provided for Army ‘‘Major procurement and production”’ for fiscal years 1955-57 
since unobligated balances of fiscal year 1954 and prior year funds plus reimbursements have been adequate 
to cover fund requirements for fiscal years 1955, 1956, and 1957. 


NEGOTIATED CONTRACT PROCEDURE 


Mr. Manon. It is recognized that a great portion of your total 
procurement is and will have to continue on the basis of negotiated 
bids and the comments of our investigators are directed principally 
toward these type contracts. It is in this operation where the De- 
partment is criticized for lack of adequate controls by the Department 
of Defense generally and by the services individually. Lac ; of com- 
plete cost determination procedures and inadequate audits, or in some 
instances, disregard by the contracting officers for the md ablished 
auditing groups of the three services. Could you, at this time, de- 
scribe the actual steps, from the initial to the final delivery of pro- 
duction, that take place in a typical negotiated contract? If there 
is a variation in these methods as between the three services, I wish 
you would indicate the differences. 

(The information requested is as follows :) 


It is assumed that the information desired is related to the sequence of steps 
in the procurement cycle which begins with the receipt of a purchase requisition 
or purchase authority in the purchasing office and culminates in the final de- 
livery of material. There follows a general description of the steps taken 
in a negotiated procurement : 

(a) Analysis of purchase requisition—Once a purchase requisition is re- 
ceived in a purchasing office and assigned to a buyer, the requirement is analyzed 
and a determination made as to the method of purchase, i. e., whether the 
requirement is to be formally advertised or negotiated. If the determination 
is that the requirement shall be negotiated, the justification for negotiation 
under the applicable exception to formal advertising, as provided in the Armed 
Services Procurement Act, is prepared and executed. 

(b) Solicitation of quotations.—Assuming that the item or equipment is not 
}roprietary, quotations are solicited from as many qualified sources as are 
known or as nay be considered appropriate under the procurement. 

(c) Analysis of quotations—Once quotations are received in the purchasing 
office, they are evaluated and if the buyer is assured that competition was suffi- 
cient to result in reasonable prices, an award may be made to that supplier 
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submitting the lowest responsive quotation. Generally, such an award is made 
as a firm fixed-price contract with no further examination of price. 

(ad) Negotiation of prices and terms.—Where the buyer is not satisfied that 
the prices quoted are reasonable, or in those situations where the item pro- 
cured is proprietary, the supplier is requested to furnish cost information with 
respect to his quotation, and this is used as a base for the subsequent negotia- 
tion of prices. In the negotiation, the buyer has available for use professional 
personnel such as engineers, production specialists, auditors, and legal per- 
sonnel and their services are utilized to the extent deemed necessary and as 
dictated by the complexity of the procurement. The auditor is extensively 
used to review the contractor’s record to verify cost history and to assist in 
determining the reasonableness of the projected rates proposed by the sup- 
plier. However, in those procurements which are small and involve standard 
cost elements that can be verified without a detailed audit on those in which 
the Department has detailed cost history, the services of the auditor may not 
be required. The clauses which govern the administration of the contract are 
also considered during the negotiation of the contract. 

(e) Selection of type of contract.—It is the policy of the Department of Defense 
that the firm fixed-price contract shall be used unless the use of another type of 
contract is more appropriate. When it appears that a firm fixed price reason- 
able to both the Government and the contractor may not result from the nego- 
tiations, or when the procurement is research and development, production of 
first production items, the production period is an extended one, or other like 
circumstances apply, the use of a contract type other than firm fixed price is 
required. The various types of contracts, their applicability and limitations, 
are set forth in the Armed Services Procurement Regulation. 

(f) Review prior to award.—Departmental procedures provide for adminis- 
trative or “business review” of negotiated contracts, both at local and at the 
higher levels (including departmental level), with review at the higher levels 
related to the monetary value of the contract or the type of contract to be used. 

(g) Contract administration.—Contracts are administered in accordance with 
their terms and provisions. As an example of contract administration, when 
the type of contract is other than firm fixed price, pricing or repricing is in- 
volved. The contractor is required to submit his proposal accompanied by cost 
information which is used as a basis for negotiation. Here again, the buyer 
or contracting officer calls upon his team of assistants, the engineer, produc- 
tion specialist, auditor, and others to assist him in arriving at the final contract 
price. A second example of contract administration is involved when the Gov- 
ernment, under the “changes” provision, makes a change in the specifications 
or drawings covering the item under contract. Such change may decrease or 
increase the cost of the end product and the contractor is directed to propose 
any such increase or decrease, which is again priced out through negotiation. 

(h) Inspection and acceptance—Finally, when the contractor has produced 
the item and it is ready for delivery, it will be Government inspected, and if 
found to be in accordance with the specifications set forth in the contract, it 
will be accepted and upon receipt of the contractor’s invoice, payment will be 
effected. 

Although there are many details which have not been listed, the above. gen- 
erally constitute the steps under a negotiated contract. You have requested 
further information as to whether there are variations between the Departments 
as to the methods used. There are, without doubt, some procedural differences 
occasioned by organizational differences to carry out the purchasing function. 
For example, the Departments are organized along somewhat different lines to 
earry out contract administration. However, with respect to the steps listed 
above, any such procedural difference is not significant. 


FINAL DETERMINATION OF TYPE AND PRICE OF CONTRACTS 


Generally and at what levels of organization are final determinations 
made? Who, generally, makes the final determination, military or 
civilian ? 

(The information requested is as follows :) 


Final determinations are made by varying levels of organization and by both 
civilian and military personnel depending upon the requirements of statute and 
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upon the complexity of the individual procurement. The Armed Services Pro- 
curement Act requires that determinations precedent to negotiation under cer- 
tain of the exceptions to formal advertising be made by the Secretary of a depart- 
ment. Where permissible and appropriate such authority has been delegated 
and the person making the final determination may be either civilian or military. 

With respect to final approval as to price in contracts, the departments have 
provided several echelons of approval and the Army and the Air Force have 
set forth the pertinent information in connection with their statements concern- 
ing the extent of decentralization in those departments. In the Navy, determina- 
tions as to reasonableness of prices are made at the bureau level for most nego- 
tiated contracts under $300,000 in value. In procurements exceeding $300,000 
and for those procurements regardless of amount to be placed with a sole source, 
under a letter contract, through exercise of an option or a not generally author- 
ized type of contract, approval at secretarial staff level is required prior to award 
of the contract. For the most part, the personnel who conduct the actual 
negotiations are civilians, with the final determination made by a military 
officer acting on their advice. 


DETERMINING TARGET UNIT CoOsTS 


What facilities do vou have for determining target unit costs in 
connection with negotiated contracts prior to award ¢ , 
(The information requested is as follows :) 


The departments have several means of determining the reasonableness of 
target unit cost, primary among which are the following: 

(a) Competition.—The best measure of reasonableness of a proposed target 
unit cost in connection with negotiated procurement is comparison with proposals 
of other responsible bidders. 

(b) Procurement history——Comparison of the procurement with recent ex- 
perience on the identical or similar items assists in establishing reasonableness 
of price. Statistical information on a company basis is gathered and main- 
tained by the procuring activities. 

(c) Supplier’s cost estimates.—Prices proposed by suppliers are supported by 
detailed cost estimates. The elements of cost which make up the estimates are 
verified against the contractors’ actual experience in incurrence of costs. For 
example, a projected overhead rate is tested against the most recently experienced 
overhead rate, taking into consideration changes in the production base from 
the one period to the other. 

(d) Use of professional assistants.—The buyer is assisted by specialists, such 
as technical personnel, auditors, and cost and price analysts in his evaluation 
und in the negotiation of contracts, 

(e) Publications.—Buyers use business publications, price indexes and other 
published information in determining reasonableness of price. 


REVIEW OF COSTS 


Mr. Manon. How are contractors costs reviewed and checked after 
au contract is awarded 4 
(The information requested is as follows:) 


Under firm fixed-price contracts, subsequent to the award of the contract ne 
further check is made on the contractor’s cost experience. However, with re- 
spect to other type of fixed-price contracts (i. e., those providing for price re- 
determination or fixed-price incentive) and in cost reimbursement type contracts, 
the contractor's costs are received and checked. Departmental procedures pr 
vide that the services of the auditor will be utilized extensively for this purpose. 
In this connection, it might be well to state that resident andit staffs of a 
department are located at major plants and provide service to all of the 
Departments. 


DECENTRALIZATION OF PROCUREMENT AUTHORITY 


Mr. Manon. Could you supply for the record fer each service the 
extent of decentralization of the procurement authority by unit or or- 
ganization, both in Washington and the field ? 
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| (The information requested is as follows :) 

oe Attached for the record is a description of the extent of decentralization of 
re procurement authority which has been achieved by each of the Departments. 
Me: The Departments of the Army and Air Force have included in their descriptions 
TEM the limitations on monetary approvals, and as such, is related to your question on 


page 2914. 
ARMY 


The following chart gives the major delegations of procurement authority as 
of March 24, 1955. This is the delegations by Deputy Chief of Staff for Logistics 
to the heads of procuring activities. Each head of a procuring activity may 
redelegate certain of these authorities and may at his discretion limit the dele- 
gation to various officers or individuals under his control. 
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NAVY 


The majority of the Navy's procurement dollars are spent by the Navy's 
technical Bureaus—<Aeronautics, Ordnance, and Ships. In this respect, the 
Navy situation is like that of the Army where the majority of the funds are 
spent by the technical services. The technical Bureaus of the Navy, however, 
are located in Washington. Hence, it is true that, while there is organizational 
decentralization, there is no geographical decentralization with respect to these 
Bureaus. The statement that delegations to field organizations are limited 
to small transactions is not accurate. Sixty-three field activities of the Navy 
have unlimited purchasing authority and many of these activities make very 
large procurements. These field activities buy practically all of the supporting 
spares for our major equipments by assignment to such activities as the Aviation 
Supply Office, Philadelphia, the Ships’ Parts Control Center, Mechanicsburg, Pa., 
and the Electronics Supply Office, Chicago. In addition to 10 of these supply 
demand control points buying specialized types of materials, we have 7 area 
buying offices which purchase without commodity specialization. They cover 
the whole country. All of the foregoing activities have unlimited purchase au- 
thority. There are, in addition, 46 other activities, such as shipyards, air 
stations, ete., which are not limited in procuring for their own needs. There are 
a number of smaller activities where we have placed dollar limits on the au- 
thorized amount of purchasing. All of these limited activities receive buying 
service from one of the unlimited activities. These smaller activities are limited 
in their purchase authority because the volume of purchasing at such locations 
is not sufficient to support a highly skilled purchase staff. Accordingly, we 
would prefer to have their occasional large purchases handled by expert buyers 
in the area buying office serving the activity. Obviously, workload throughout 
these activities is not static, and we occasionally increase, decrease, or remove 
purchase limitations. 


AIR FORCE 


The commander, Air Materiel Command, as sole head of a procuring activity 
is responsible for the procurement of all supplies and services procured by the 
Department of the Air Force. The commander, Air Materiel Command, has re- 
delegated to the Director, Procurement and Production, Headquarters Air Ma- 
teriel Command, essentially all such procurement authority vested in him. 

The Director, Procurement and Production, Headquarters Air Materiel Com- 
mand, has retained authority to manually approve contracts of $1 million or 
more (except for overseas commands). 

Authority to make awards or manually approve contracts has been re- 
delegated within the indicated monetary limitations as follows: 

(a) To the Deputy or Assistant Deputy of Procurement, Headquarters Air 
Materiel Command, $350,000 to $1 million. 

(b) To the contracting officers of the Directorate of Procurement and Produc- 
tion, Headquarters Air Materiel Command: to the Chief, Special Aircraft Project 
Office; and to the Chief, Electronics Defense Systems Division, up to $350,000. 

(c) To Air Research and Development Command, research contracts in any 
amount provided that those over $250,000 are reviewed by Headquarters, Air 
Materiel Command. Other contracts up to $250,000. 

(7) To the air materiel areas and Air Force prime depots up to $350,000. 

(e) To the Director, Air Force Academy construction agency up to $350,000. 

(f) To the commanders of major Zone of Interior commands up to $100,000. 

(g) To the commanders of major overseas commands no monetary limitations 
(except architect-engineering contracts are limited to $1 million). 

(h) To air attachés and chiefs of foreign missions, $100,000. 

(i) In addition to the above the Air Force buys a large number of relatively 
inexpensive items through local purchase which involves direct procurement by 
the requiring activity. 


POLICY GUIDANCE ON PRICE REDETERMINABLE CONTRACTS 


Mr. Manon. Item No. 3 relates to serious deficiencies existing with 
respect to policy guidance in the basic cost principles applicable to 
price redeterminable contracts. Where does the responsibility for 
proper guidance in this matter rest at the present time / 
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(The information requested is as follows :) 


The Assistant Secretary of Defense (Supply and Logistics) has the responsi- 
bility for issuing policies with respect to the establishment of prices under price 
redeterminable type contracts. In connection with this subject, a Department 
of Defense instruction has been issued governing price revision negotiations as 
follows: 

“A. In price revision negotiations, the objective of the contracting officer 
shall be to negotiate a fair and reasonable revised price in which due weight is 
given to all relevant factors, including those taken into account when the 
initial contract price was negotiated. By way of illustration, but not limitation, 
full consideration shall be given to such matters as the contractor’s general per- 
formance, efficiency, economy, and ingenuity displayed in meeting contract re- 
quirements, including the delivery schedules, quality of the product, the char- 
acter and extent of the subcontracting, cost data including questioned costs 
and the allocability and reasonableness of costs, changes in market conditions, 
competitive aspects of the original negotiations, as well as the competitive prices 
for the same or similar items, extent of contractor’s technical, production and 
financial risk, and Government assistance in the form of facilities, equipment, 
or financing. All of the above factors shall be considered to the extent pertinent 
to the specific negotiation and no price revision negotiation shall be based solely 
on a single factor. The record of the negotiations should be in sufficient detail 
to reflect the most significant considerations controlling the establishment of the 
revised price. 

“B. Compliance with the policy stated in paragraph A requires that contract- 
ing officers rely on educated judgment and not on mechanical rules or mathemati- 
cal formulas. Compliance further requires that pricing decisions shall not be 
made solely on the basis of a determination of cost and profit. It follows that 
the contracting officer need not negotiate agreements with contractors as to the 
individual elements of cost. 

“C. In order that the positions of the Government and the contractor will 
not be prejudiced in price revision proceedings, such negotiations shall be con- 
ducted promptly.” 


CONTROL OF SUBCONTRACTORS 


Mr. Manon. The same criticism is made with respect to subcon- 
tracting. What controls do you exercise over the prime contractor 
with respect to his subcontractors ¢ 

(The information requested is as follows :) 


We have in the latter stages of development an additional to the armed sery- 
ices procurement regulation a part entitled “Price Negotiation Policies and 
Techniques.” In this document we have recognized the place of subcontracting 
in the pricing process and have endeavored to balance the need for surveillance 
under certain contract types with the concept that management is an important 
element of the contract performance which we have purchased. Management, 
of course, includes purchasing and, purchasing includes subcontracting. Addi- 
tionally, we have pointed out the factors which, if present, would cause us to 
express an interest in the subcontracted portion. 


AUDIT OF CONTRACTOR’S PROPOSALS 


Mr. Manon. What review is made of the contractor’s proposals by 
audit personnel and does this audit personnel inquire into the sub- 
contractor’s cost? In these instances, where the prime contractor's 
costs include costs submitted by subcontractors, does the audit per- 
sonnel get into the analysis and evaluation of the subcontractor’s costs / 

(The information requested is as follows :) 

On a selective basis, auditors inquire into subcontractor’s cost in order to 
assist the contracting officer to obtain proper pricing. Again, on a selective 
basis, as may be found feasible and necessary, the audit may provide the kind 


of information which will permit an analysis and evaluation of the subcon- 
tractor’s cost. Since, of course, subcontract surveillance cannot be 100 percent 
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nd audit cannot be accomplished to the extent of surveillance, we must be 
selective and our present view is that such audits as may be necessary ought 
to support useful procurement judgments. 


PROFIT ADJUSTMENT FORMULAE 


Mr. Manion. What steps have you taken to insure the establishment 

f profit and profit adjustment formulas at the same time that the 
firm target cost is established and not before the firm target cost 
stablished ? 


(The information requested is as follows :) 


Is 


\ Department of Defense directive issued in October 1954 provided that neither 
e target profit nor the profit and price adjustment formula shall be established 
rr to the establishment of the firm target cost. This principle is now in- 
rporated in the armed services procurement regulation. 


FIRM TARGET PRICES 


Mr. Marion. With respect to item No. 5, what steps are the nese spart- 
ent of Defense taking to fix firm target prices within 
ime ¢ 


(The information requested is as follows :) 


a reasonab] 


The Department of the Army makes very little use of the incentive-type ¢o1 
act and, as a matter of fact, awarded only one such contract during fiscal year 
1955. Army procedures provide for prompt action by Government personne! 
inder this type of contract. 

The Department of the Air Force has increased the percent of contracts nego 
tiated with initial firm targets from 12 percent in 1951 to 52 percent in 1955. 
Also, of the total incentive contracts (for airframes and engines), reset of tar 
vets prior to completion of 10 percent of the items has risen from 48 percent 
1951 to the point that all incentive contracts negotiated in 1955 
eset of target prior to completion of 10 percent of the items. 

The Department of the Navy has drastically reduced its use of redeterminable 
nd incentive-type contracts from the peak use during the Korean war, from 
1.200 to 564. The importance of the reduction is that it has reduced to man- 
igeable proportions the workload of administering these contracts, controlling 
osts thereunder, and repricing on a timely basis so that the proper risks and 
incentives are made to apply. It is pointed out that most Navy contracts which 
formed the basis for the question had been in existence for a number of years 
ind should not be considered as a reflection of the manner in which contracts 
re now being negotiated by the Navy. 


in 
required the 


DELAYS IN FORMALIZING LETTER CONTRACTS 


Mr. Manon. Item No. 6 deals with delays in formalizing letter con- 
tracts into definitive contracts. While this del: ay may have been justi- 
ri during war periods, it would seem now that it would have less use 
‘ letter contracts and that even those letter contracts that you do 
enter into could be formalized more rapidly than the investigators 
point out. What is your comment as to that item / 
(The information requested is as follows :) 


The Department of Defense agrees that the use of letter contracts should be 
estricted to those cases where such use is absolutely essential. The letter con- 

act should be definitized at the earliest possible moment. The accomplishment 
f both aims mentioned above requires careful management attention by the 
military departments. Records reveal the results of this management. As a 
matter of interest, investigation within the Army discloses that within the entire 
establishment there are in existence at the present time 5 letter contracts out- 
standing and each of the letter contracts are less than 120 days old. Within the 
Navy, this management attention has resulted in the reduction of the number of 
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letter contracts Gutstanding from a pack of 1,150 in fiscal year 1953 to 61 at the 
present time. The Navy also reports that they are able by management attention 
to accomplish definitization as early as the progress of the transaction will per- 
mit. The Air Force has reported that they have also invoked management con- 
trols which has reduced the number of outstanding letter contracts from 795 in 
February 1952, with approximately 525 over 6 months old and 142 over 12 months 
old to a situation that as of November 1955 shows 190 letter contracts outstand- 
ing with 43 over 6 months old and 12 over 12 months old. 


EXCESSIVE ENGINEERING CHANGES 


Mr. Manon. Engineering changes, by their very nature, are very 
costly. What have you done to minimize, not only the number of such 
changes with respect to individual items, but with respect to the pro- 
cedures and processes in approving those changes? This is further 
commented on by the investigators on page 33 of the report (p. 75 of 
this hearing). 

(The information requested is as follows :) 


Engineering changes are costly, but are normal to the manufacturing process. 
The extent to which they are made will depend upon evaluations for qualitative 
merit and cost in the light of the objective, which must be early technical 
superiority of defense material or, first with the best. Too high a price may 
be paid for continuing research and overrefinement in that the development 
comes too late to be fully useful. Similarly, excessive engineering changes 
result from premature production contracting. 

Engineering changes are confined to absolute minimums consistent with op- 
erational requirements and are justified before being undertaken. Our regula- 
tions provide for technical analysis of all engineering change proposals to assure 
that the required benefits are obtainable, careful appraisal and pricing to de- 
termine whether the change will be adopted, and promptness of decision. The 
significance of the individual change and the importance of the program affected 
set the level of command through and at which change proposals are screened, 
reviewed, and approved. Administration of requests for changes initiated by 
contractors is presently being considered for further regulatory treatment as an 
adjunct of contract settlement and disposal of residual inventory. 


DELIVERY SCHEDULES 


Mr, Manon. As to item No. 8, it would seem to me that there should 
be no excuse for the conditions and practices described. I refer 
especially to the first criticism which reads: 


the original planning and requirement determinations are usually inaccurate. 


What have you to say to that? 
(The information requested is as follows :) 


The Departments of the Army, Navy, and Air Force have furnished the fol- 
lowing information concerning the reasons why certain delivery schedules in 
their contracts are not complied with and, in certain instances, actions taken to 
assure compliance with contract delivery schedules. 


ARMY 


1. Under provision of ASPR 1-307.1 (b) contracting officers are directed to 
conduct special preaward surveys to insure that a contractor is able to comply 
with the required delivery or performance schedule. Proposed ASPR 3-701.1, 
“Responsibility of personnel determining requirements,” emphasizes the impor- 
tance of specifying reasonable delivery schedules from the time the requirement 
is planned until the schedules are agreed to and incorporated in a contract. 
This proposed ASPR clause also points out the unfavorable effect on price which 
results from inadequate planning of delivery requirements. Although preaward 
surveys include a review of the contractor’s performance from a delivery stand- 
point and despite best evaluation of a contractor's capability to meet delivery 
schedules, trouble areas often develop which need close liaison and cooperation 
by all concerned to obtain reasonable and timely results. 
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2. Contracting officers may not, except in those few instances in which the 


First War Powers Act is used, extend or amend contracts without consideration. 
There are Other provisions in the normal production contract which permit ex- 
tension of the time of deliveries. Examples of such provisions are: equitable 
adjustments under the changes clause, excusable delays encountered under the 
contract, and failure of the Government to provide Government furnished prop- 
erty at the time indicated in the contract. Department of the Army policy is that 
termination for default is a most unsatisfactory means of correcting contractor’s 
failure to meet the contract delivery schedule. 

3. The trend to stabilization of design for material under production contracts 
has resulted in improved contract deliveries. Delivery schedules are being 
realistically established and met by contractors. Government and contractor 
personnel are coordinating their efforts to incorporate, where possible, those 
changes which will improve performance or reliability of military material with- 
out affecting contract delivery schedules. 

4. Modification of production contracts, where feasible to provide for a separate 
modification line which will incorporate latest changes in undelivered materiel, 
thus assuring scheduled deliveries of new type materiel. 

5. Standardization of packaging requirements, plus coordinating receipt of 
package materials with scheduled deliveries, will remove packaging as a cause 
of delinquent delivery. 

6. Continuous liaison between using and procuring personnel to establish 
realistic requirements and firm delivery schedules will enable adequate planning. 
Such coordinated planning will keep further extension of delivery dates to a 
minimum. 

NAVY 


This conclusion would not be true if applied to Navy procurement generally. 
It has accuracy only when it is associated with a small number of contracts for 
new, complex, military equipment. As to such equipment, it may well hapen that 
the delivery date stated in the contract is a target date based on our best esti: 
mates in advance. Unforeseen difficulties coupled with the necessity for con- 
current substantial improvement causes this delivery schedule slippage. Our 
weapons are useful only to the extent they can effectively cope with those of 
our potential enemies. 

If we learn during production of improvements that will enhance our relative 
standing or if we learn that the weapon under contract is not good enough, 
we will alter our delivery schedules to get the requisite improvement. Schedules 
which were initially realistic become unrealistic. Continuous amendment may 
be required. It would certainly not be in the interest of the economy which 
the committee seeks for us to contintiously accept obsolete, and, therefore, 
militarily useless, equipment in the interest of avoiding contract amendment 
or deliveries which are delayed beyond the originally scheduled dates. These 
delayed deliveries are not indicative of bad “original planning or requirements 
determination” as stated in the report. They indicate changing military 
requirements, improvements, or unforeseen production difficulties inherent in 
this type of product. 


AIR FORCE 


In the initial computation of delivery requirements for primary weapons 
systems of the Air Force, it is frequently necessary to go into production 
before the development cycle is completed in order to keep ahead in the race 
for technological superiority. In each case, the Air Force carefully weighs 
the decision and determines that the development of the weapon has progressed 
to a degree that justifies taking the calculated risk involved. The delivery 
schedule established is based on the best information available to the Govern- 
ment and the contractor. In such instances, however, slippages in the delivery 
schedule are inevitable, due to such factors as development, engineering, and 
production difficulties which may lead to the need for engineering changes. 
On the other hand, establishment of tight delivery schedules is advantageous 
in that it tends to keep a contractor on his toes. 

Even for less complex items, the Air Force must be assured that the con- 
tractor who is to perform the work can meet the delivery schedules. Invitations 
for bids and requests for proposals set forth a desired or a required delivery 
schedule, as applicable. Following submission of bids or proposals, one of 
the key elements of the ensuing facility capability reports (FCR) is to deter- 
mine whether or not the proposed contractor can meet the delivery schedule 
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indicated in his bid or proposal. Under this procedure, a careful review of 
a contractor’s backlog and anticipated business is made. The previous record 
of deliveries on schedule is thoroughly reviewed. If it is determined that 
the bidder cannot meet the delivery schedule specified, the FCR may, and 
frequently does, propose a different delivery schedule which it is believed 
the firm can meet. If from the requirements viewpoint this revised schedule 
is acceptable, then the contract may, in appropriate cases, be drafted to reflect 
the new schedule. 

The Air Force does not consider enforcement of delivery schedules to be a 
matter of relative unimportance. While a review of contract files covering 
major weapons systems may reveal considerable slippages for the reasons set 
forth above, this condition cannot be considered as generally prevalent. Further, 
the Air Materiel Command has currently in effect a competitive rating system 
for its various Air Materiel areas under which AMA’s are penalized for delinquent 
contracts under their administration. 


ORGANIZATION AND PROCEDURES 


Mr. Manon. Item No. 10, dealing generally with bad organization, 
is more or less self-explanatory. What efforts have you made to have 
your procedures reviewed by experts in these fields with the view of 
reducing paperwork, making your controls more effective? 

(The information requested is as follows :) 


Each of the military departments maintains its own individual organizational 
structure to best meet the needs of its responsibilities. There follows state- 
ments supplied by the Army, Navy, and Air Force on these problem areas. 


ARMY 


The Department of the Army has recruited and developed many experts in 
the management field who review and direct the activities of the operational 
levels. The methods and activities of the operating levels are also periodically 
reviewed by the Inspector General’s Office and by the Army Audit Agency 
who report their findings to the management levels for review and appropriate 
action. Additionally the services of management engineering consultant firms 
may be acquired by contract to supplement the abilities of the Army in specific 
areas. The Department of the Army has entered into 32 contracts for manage- 
ment engineering services since January 1, 1953. Of these contracts 16 were 
in the field of devising and installing financial inventory accounting systems 
in various selected commands, arsenals, depots, and stations; 5 were in the field 
of preparing data to be used in schools or the compiling of handbooks for 
instructional purposes; 4 contracts were for surveys of production methods 
and controls; 4 were for surveys of methods used by higher levels of authority; 
2 were in the area of requirements; and 1 contract surveyed the transportation 
system used between Alaska and the United States. These contracts were 
sponsored by the following Army agencies: 


I TON ei RL ee ey 5 
Comptroller of the Army__.------~- 4} Transportation Corps_____..______ 3 
RIN I 3 | Secretary of the Army____-_____-_ 2 
Quartermaster Corps____--------- Fe I ie iiionon-scigenuaanien 1 
Renn Seeman 1 

NAVY 


Organization and procedures employed by inventory managers are under con- 
tinual review by the technical bureaus. In addition, in May of 1955, Chief Naval 
Material established the Supply Systems Review Branch to review and evaluate 
procedures and operations of inventory managers. This branch is staffed with 
experts, both civilian and military, to further our efforts to improve management 
of materials. On the Secretarial level, the Office of Analysis and Review conducts 
further evaluation of the effectiveness of material management. 

Reviews for compliance with established procedures are conducted by the 
Inspector General of the Supply Corps and the Procurement Review Branch of 
the Office of Naval Material. 
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AIR FORCE 


The Air Force has made considerable progress in improving its inventory 
management over the past few years. All of this progress has been directed 
toward the development of a logistics system which will provide maximum sup- 
port for our operating forces with a minimum dollar investment. To achieve 
this objective, the Air Force recognizes that it must employ the best available 
management techniques—those which will assure the maximum utilization of 
its resources. 

A major realinement of inventory management techniques and procedures 
has been in process over the past few years. This realinement for the most part 
represents an integrated effort, involving all major logistics functions; such as: 
requirements determinations, inventory control, paper processes, Communica- 
tions, transportation, ete. The studies which formed the basis for this realine- 
ment represent the combined efforts of Air Force personnel, management con- 
sultant firms and various review and investigative groups of the Government and 
ndustry. 

The following is a representative listing of the consultants which are contri- 
buting to the management improvement of the Air Force logistic system: 

(a) Mr. H. O. King, industrialist and management consultant, who is serving 
us chairman of the Air Force spares study group. A report on the activities and 
progress of the spares study group will be presented to you by the Air Force 
in the course of the appropriations hearings. 

(b) J. Saliba & Associates, consultant firm, which is studying requisition flow 
times and related methods and procedures. 

(c) J. Sutherland Co., consultant firm, which is studying methods and proce- 
dures relative to requirements for organizational equipment and engine spares 
and spare parts. 

(7) Rand Corp., a consultant and research organization, which has conducted 
a variety of studies on requirements determination, character of supply demand, 
failure rate prediction, and optimum selection of spares and spare parts for 
inclusion in aircraft flyaway kits. 

(e) Booz, Allen & Hamilton, consultant firm, which has made a study of 
methods and procedures relative to Government-furnished aeronautical equip- 
ment. 

(f) Harbridge House, Inc., consultant firm, which has developed handbooks 
n supply management, financial mangement, and stock fund operations. 

Some of the major accomplishments which have been made in effecting better 
mangement of the Air Force logistics system are expedited transportation, 
improvements in the determination of requirements and inventory control. 


Mr. Manon. Item 11 has been commented on previously. 
Item No. 12 deals with the separate report which will be discussed 
at a subsequent time. 


REPORTS REQUIRED BY CONGRESS 


A provision of Public Law 413, 80th Congress, requires submission 

the Congress of a semiannual report with respect to certain types 
of contracts. Is this being done? 

(The information requested is as follows :) 

The Department of Defense is submitting to the Congress (President of the 
Senate and Speaker of the House of Representatives) all of the reports required 
to be made in accordance with Public Law 413, 80th Congress, including the semi- 
annual report with respect to certain types of contracts. 


EFFECT OF PENDING LEGISLATION 


Mr. Manon. What, in your opinion, will the effect of the provi- 
sions of the bill, H. R. 8710, amending the Armed Services Procure- 
; nt Act of 1947, have on the contracting and procurement procedures 
of the Department of Defense if this bill is enacted into law / 
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(The information requested is as follows :) 


The bill reemphasizes the policy of Congress that formal advertising is the 
normal method of procurement, and that negotiation should be used only where 
“the facts and circumstances in justification thereof are clear and convincing.” 

The bill would also amend the law as follows: 

(a) Raises the dollar limitation from $1,000 to $2,500 under which 1-signature 
purchase orders may be used. 

(b) Authorizes negotiation for perishable as well as nonperishable subsistence. 

(c) Raises the dollar limitation from $25,000 to $100,000 under which findings 
and determinations with respect to the procurement of research and develop- 
ment work may be delegated to the chief officer responsible for procurement. 

(d@) Furnishes a basis for the use of negotiation in connection with small busi- 
ness, distressed labor areas, and disaster areas. 

Certain reporting requirements are unrealistic and would pose difficult admin- 
istrative burdens. However, in general the Department of Defense feels that 
it can accomplish its mission in this field within the framework, on the proposed 
legislation, 


LIST OF MANUFACTURERS 


Mr. Manon. Would you list, for the record, the names of the com- 
panies which have $1 million or more of Government-furnished facil- 
ities and equipment, and the amount of the Federal investment in 
facilities and equipment in each of those companies, as well as the 
products they produce for the Government, also the percentage of 
their total production that is for the Government / 

(The information requested is as follows :) 

The answer to this question necessitates the revelation of classified informa- 


tion and, accordingly, a reply will be submitted to the committee on this subject 
under separate cover. 


CASES CITED BY THE INVESTIGATORS’ REPORT 


Mr. Wuirten. I would point out these are only the cases the com- 
mittee investigators had time to check and they therefore must be 
taken as representing a general situation. I call attention to page 14 
of the report (p. 15 of this hearing) : An instance of selection of manu- 
facturer where a suflicient number of manufacturers existed for com- 
petitive bid. 

Page 18: Switlek Parachute Co. awarded a contract based on polit- 
ical pressure. 

Page 20: An example of extra profits by excluding royalties and 
license fees, totaling $5 million to North American alone. 

Page 30: Ford made a profit of 29.6 percent before it made volun- 
tary returns to the Government. 

Page 33: Contracts permitted to run as long as 5 years without 
definitive specifications—permitting contractors to run without risk 
on advance payments. No damages assessed. No penalties incurred. 

Page 38: Delays in fixing firm targets decrease incentive to save 
money ; leads to cost plus a percentage of cost. 

Page 41: $6,000 more per engine paid to Buick while contract to 
other supplier canceled, total $11 million. 

Page 48: Government dependent on voluntary refunds—Boeing, 
Grumman, North American—more than $100 million. 

Page 54: $1 million paid to expedite delivery of trucks, actually 
delivered 2 months late. 

Secretary Witson. Mr. Whitten, with regard to your comments I 
would like to point out that a number of the items you mentioned 
were covered in the detailed statements of the Army, Navy, and Air 
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Force which have now been submitted for the record. I would also 
like to mention with regard to the Ford comment that the Air Force 
has advised me that the profit for that entire contract was not 29.6 
percent. It was 8.1 percent. 

Mr. Manon. The committee will close its meeting for the morning 
and return this afternoon at 2 o'clock. 


REPLIES TO THE INVESTIGATORS’ REPORT 


Mr. Manton. The committee will come to order. 

Off the record. 

(Discussion off the record.) 

Mr. Pike. Mr. Chairman, we have requested the Army, Navy, and 
Air Force to prepare statements for the record. It is not intended 
that they read them here, bu I would like to ask permission of the 
Chair that we be allowed to put the statements of the Army, Navy, 
and Air Force in the record. 

Mr. Manion. There will be no objection to that, but I think we 
would like to have an opportunity to read those statements in order 
to have an opportunity to predicate questions in regard to the answers, 
you understand. 

Mr. Pixr. Yes, sir. 

Mr. Sueprparp. There is one question which I would like to have 
definitely understood : 

When the Navy appears before this subcommittee, and since there 
are some aspects of this matter which the committee has not been 
able to go into, I fully expect to go into those at that time and I would 
not like to have that as an estopment of that procedure. 

Mr. Prxr. The request is based upon my understanding—it may 
be an erroneous one—that you would not wish to take the commit- 
tee’s time by having a specific statement from each one of the mili- 
tary departments. 

Mr. Manon. Not now, but we will in our regular hearings when 
we approach different aspects of the problem to which we will be 
referring throughout. This is a formal hearing on the subject but 
we will have general hearings and it may be that we will discuss 
where we shall put the overall responsibility. 

Mr. Pike. Very good, sir. 

Mr. Manon. Mr. Whitten has done a lot of work on this problem 
and I am going to ask him at this time to take over the interro- 
vation of the Secretary at this point. 


COOPERATION WITH INVESTIGATORS 


Mr. Wuirren. Thank you, Mr. Chairman. I think, perhaps, it 
would be well to kind of start at the beginning. I served on this 
committee handling Navy appropriations during the war. I came 
back on this committee last year, insisting that we investigate this 
Department. 

This investigation came about because of the magnitude of the 
Department’s operation and particularly in the field of procure- 
ment and on our experience that such investigations are highly es- 
sential to protect the Government and are most beneficial to offi- 
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cials of the Department. I have had such investigations in another 
Department each year. 

Before our subcommittee on Defense appropriations it was quite 
apparent that while policy might read to be of certain kinds and of 
a certain nature and appear quite satisfactory, practices might be 
something entirely different and we found several such examples 
last year. 

We have had this investigation report placed in the record and 
it has been in the hands of the Defense Department for some sev- 
eral weeks now in the hope that it would help us in questioning 
vou and in discussing these problems with you. 

At the time this investigation started the committee got its in- 
vestigators together. Without exception these people were cleared. 
Most of them are regular Government employees and as I under- 
stand it many of them have FBI training and other special train- 
ing. Most of them are on leave from other departments of the 
Government. 

When these people came to you, Mr. Pike, as the Secretary’s rep- 
resentative, I noticed that you stated: 

When the committee staff first came to me and outlined the scope of their 
investigation, I told them I would give them all the help and assistance that I 
could. 

Now, what did you do? 

Mr. Prxe. I had a conversation with them in which I asked them 
questions and got a general idea of the plans that they had at that 
time as to the scope of their investigations. It was a rather short 
session. I indicated to them my complete willingness, as I have with 
every investigative group that we have had down there, to get them 
all the information that was within my power to give them. 

Mr. Wurrren. What instructions went out of the Secretary’s office 
to the various services in connection with the official investigation of 
the Appropriations Committee ? 

Mr. Pree. I sent no official memorandum of instruction out to the 
services. 

Mr. Warrren. On what did you rely, then, for this information 
being made available to the committee ? 

Mr. Pree. I told Mr Haynes, I believe it was, and Mr. Flatley, who 
came to call on me, to be sure to call on me to give them any assist- 
ance I could, and that if they ran into difficulties, I would be very 
happy to talk to them and attempt to clear the road for them. 

Mr. Wuirren. You, then, were not familiar with the fact that 
they were having difficulties in getting information and-it has never 
been called to your attention ? 

Mr. Prxe. No, sir; I was not familiar with that fact. 

Mr. Wutrren. You are aware of the fact that it was called to the 
attention of the Secretary’s office ? 

Mr. Pree. I became aware of that for the first time just about 
2 weeks ago when I had a chance to read the transcript of the testi- 
mony on the occasion of the Secretary’s first appearance, I believe. 
before this committee. 

Mr. Wuirrten. Referring now to the experience that the committee 
had and you do know about it now ¢ 

Mr. Pike. Yes, sir. 
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Mr. Wuirren. Referring to the experience that the committee had, 

shows that in the memorandum of January 28, 1956, which was 
ncorporated into the hearings, that the first report of which men- 
tion was made here—the copy of the IG report on the General Motors 
ontract—that it was 86 days from the time the report was refused 
to the committee until the time it was received. On the next one 
t was 63 days. On the next one it was 34 days, and on the next one 
it was 76 days. 

In each instance that delay or that refusal to deliver to the official in- 
vestigators of this committee was by the Honorable Wilber M. 
Brucker. 

What action have you or the Secretary taken in connection with Mr. 
Brucker to penalize or to correct that kind of situation where there are 
specific instances of such action before us ? 

Mr. Prxe. I have taken no action. 

Mr. Wurrren. Has the Secretary taken any / 

Secretary Witson. How is that? 

Mr. Wuirtren. Has any action been taken to correct the situation 
where Mr. Brucker has refused for a period of several months, even 
though the information is already identified and in the custody of 
Mr. Brucker as the representative of the Department, to deliver such 
information? I am trying to find out what followup you have taken 
when you have specific attention called to these things. What has 
been done? 

Secretary Witson. You mean since this report came out ? 

Mr. Wurrren. I mean since this has been called to your attention 
have you taken any action ? 

Secretary Witson. I would like to have Secretary Higgins here 
speak for the Army and review what happened. 

Mr. Wurrren. I will be glad to have that, but I am trying to find 
the position of the Secretary and of the Department of Defense in 
this matter. 

It was testified, Mr. Secretary, yesterday by Mr. Pike that when we 
got into this matter of coordination and of bringing the services to- 
gether, when we got into the actual field of it, it was something that 
was the responsibility of the 1 respective Secretaries, which gives me 
considerable reason to believe that is the reason we do not have any 
unification of the services. I am trying to find out what the Depart- 
ment of Defense has done in this, if : inything. I would be glad to 
have you reply as to whatever has been done. 

Secretary Wiison. Well, we have my letter here this morning. Per- 
haps you have not had a chance to read it. I presented it to the chair- 
man in view of this particular matter. I am sure you have not had a 
chance to circulate it yet. 

Mr. Wurrren. I wonder if I might renew my question ? 

| want to know what action, exactly, has been taken by the Depart- 
ment of Defense as a result of having your attention called to the 
refusal and failure of these individuals whose names I will call to 

ooperate with the committee and who have delayed supplying infor- 
ition which was clearly identified for as long as 3 months; in one 
instance up to 6 months. 

Has the Department of Defense taken any action as a result of that 

ther than to tell the committee to call on you next week ¢ 
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Secretary Witson. This letter that I presented here, perhaps, will be 
helpful in clarifying the thing. 

We had some general policies that were interpreted somewhat differ- 
ently by the three services based on the entire precedent of the past. 
This is not the first time, you know, that we have had the committee 
staff over in the Pentagon and we would—not for this particular pur- 
pose, but in the future—do just what you are talking about and that is 
have more unifoii and established relations and procedures. We cut 
the liaison people in in a little different way than had previously been 
the relation with your committee. I think that caused this business 
and perhaps a misunderstanding on both sides. I do not understand 
how it would take so long, but it did, apparently, and I am sure the 
matter is corrected. 

Mr. Wuirren. I wonder if we could have a copy of the letter? It 
is most unusual to have only 1 copy here for the use of the 15 committee 
members. 

Mr. SuepparD. May I say to the gentleman that there was an origi- 
nal copy filed with the committee this morning but in the meantime it 
was handed to the reporter for the purpose of becoming a part of the 
record and was not passed around. So you or I did not have a chance 
to read it. 

Secretary Wirson. Would you like for it to be read now? It is only 
114 pages long. i ; 

Mr. \urrren. It might clarify the matter if you did. 

Mr. Prxe. I would be glad to read it. It is addressed to the chair- 
man of the committee. 

(Thereupon the letter was read to the committee, which appears on 
p- 112.) 

Mr. Wuirren. Thank you, Mr. Pike. That letter shows a perfect 
willingness to improve the situation, but it is like your 23-page reply. 
It is strictly general and it is just a promise to improve on the situation. 

I would like to point out that it is my feeling, having listened to the 
testimony, that the Department of Defense spends a lot of time work- 
ing out programs and working out requirements and policy. I am 
beginning seriously to question whether you devote anything like the 
degree of attention in seeing to it that the announced policy is imple- 
mented or carried out or performed, or does the Secretary’s Office 
spend its time in writing and doing your paperwork of preparing 
policy statements ? 


DELAYS IN DELIVERING DOCUMENTS 


I would like to ask you again this question, and I would like to read 
the first part of this memorandum: 


The most flagrant example of procrastination and delay to the staff survey 
activities occurred in the Department of the Army in the examination of a supply 
contract involving an expenditure of approximately $500 million for tanks with 
General Motors Corp., Fisher Body division. A member of the staff requested 
informally during the last week of June 1955, a copy of the settlement evalua- 
tion report on this contract. After repeated followups produced no results, 
formal demands were made on the Secretary of the Army on October 3, 1955, 
and November 2, 1955. Representatives of DEP Log assured the staff after 
receipt of the foregoing written request dated November 2, 1955, that the ma- 
terial would be forthcoming in 2 weeks. 

The material was formally delivered to the staff at 4:30 p. m., December 28, 
1955, by two civilian staff members of the Secretary. 
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That request was for a clearly identified document and was made 
to the Secretary’s Office. 

What have you done to explore why that happened, and who is 
responsible and what disciplinary action have you taken? I refer now 
specifically to this instance. 

Mr. Wieetesworrn. Off the record. 

(Discussion off the record.) 

Secretary Witson. Secretary Higgins, of the Army, and since thi 
comes under his part of the business, although I do not know how 
deeply he was in it himself, I believe can explain what happened from 
the Army’s point of view. 

Mr. Marron. Off the record. 

(Discussion off the record.) 

Mr. Hicetns. Yes, sir, Congressman Whitten, I would like to make 
this Serr to the committee, if you please. 

This part of the investigation falls in my area of responsibility. 1 
ain fully familiar with it. I held meetings in my oflice at least twice 
2 month during the entire investigation. I was in touch with the 
committee and Mr. Flatley over here, whose relationship and mine 
have been of the very highest throughout this whole affair. 

But as you read, from the magnitude of this particular investiga- 
tion, and the fact that it reached back before 1950 when certain docu- 
ments were not available, it necessitated a great deal of investigation. 
There were meetings held in Detroit as well as those held here at 
Washington. It was a very time-consuming process. As I say, the 
directives that have been written since that time, I believe, would fully 
cover and direct this kind of procedure. Such were not available hee! Ik 
at the beginning of the Korean war. I believe the contracts as han- 
dled by whoever handled them at that time, were in the spirit of the 
very best interests of the country. The country needed tanks and 
they considered, I am sure, at that time, that lives were more impor- 
tant than dollars. Through letters of intent and other procedures 
this job was started. It was not refined to the degree that, in peace- 
time, we would be able to refine it. 

The report was finally finished about—and now I am just going to 
estimate—around the second or third week in December. Secretary 
Brucker, who was being kept advised in this action by my office and 
by myself, was on a trip to the military installations in the Far East. 

Secretary Brucker had a tremendous interest in this case. He followed 
it very closely and I felt, in justice to him, that he should see the re- 
port before it was filed. I am here to take full responsibility for 
delaying it about 2 weeks until Secretary Brucker’s return to this 
country and giving him an opportunity to see the final reply. The 
papers were sent to him in Detroit as he made a stop there on the way 
back from the Far East. He read it and signed it and it was sent back 
to Washington, and I then delivered it to the committee with my apol- 
ogies. That explains the delay. 

Mr. Wuirren. Your answer goes to the details of the contract but 
not to why you had so many meetings before you released it to the com- 
mittee. Proceeding further, the next item which is mentioned by des- 
ignation in the report of the staff, was a copy of the IG report on the 
General Motors contract and there was a copy of the IG report on 
Western Electric contracts and that delay was 63 days; a summary of 





the IG report was held up 34 days; another summary of the IG report 
was held up 76 days; the next was refused by Maj. Gen. E. L. Cum- 
mings, and that was 44 days; the next was 34 days, which involved a 
copy of the audit report by Mr. Brucker. 

Then we list other items in which the delays ran from 60 to 69 days. 

Has the Department of Defense gone into each of these items and 
have you taken any action with regard to the specific instances, be- 
‘ause as I have stated earlier, it is not so much your policy as it is your 
practices. 

I want to know what you have done, if I might ask you, in connec. 
tion with these individual instances here, and if you have traced the 
responsibility to an individual and what action has been taken with 
regard to the individual ? 

Mr. Hicerns. I would like to ask if we could go on and talk about 1 
or 2 other items until General Houck gets here, our legislative liaison 
representative ? 

Mr. Wuirren. I would like for you to answer my question, and J 
will be glad to listen to you. 

Mr. Hicerns. He is on the way over here. 

Secretary Wizson. I can answer your question. 

Mr. Hicarns. He is very familiar with these matters, and we expect 
him any moment. 

Mr. Wuirren. I am asking what the Department of Defense has 
done with regard to each of these instances, if anything. 

Secretary Witson. We have reviewed what happened. If you want 
to know whether we fired anyone or not, we have not. 

Mr. Wutrren. When you talk about correcting things, everybody 
talks about firing. I have not said anything like that, Mr. Secretary, 
about firing them; though that might not be out of order in some 
instances. 

Sometimes if they refused to act in 2, 3, or 4 instances, firing might 
be in line, but there is much here to indicate that the problems—and I 
um going to put it just like I mean it—in view of the findings of the 
investigators once they got these items, it is quite apparent that it 
should be embarrassing to the Department of Defense. 

This delay having previously occurred, it leads me to conclude that 
at least there is some evidence that it was delayed because of an un- 
willingness to give away these facts which certainly does not reflect 
any cerdit on the operations of the Department of Defense. 

Secretary Witson. I am sorry if you feel that way about it. 

Mr. Wuirren. I said there was some evidence of it. 

Secretary Wixtson. I do not want to make too much explanation 
about the delays, because we think we can do better. I would like 
to remind you that we have approximately 80 congressional investiga- 
tions, both major and minor, going on in the Department of Defense 
and our people get a little confused over the things sometimes. Some 
of these larger contracts extend over a long period of time, and the 
complete files are not readily available, and as vou know, pieces of in- 
formation in a situation like that sometimes are quite misleading. So, 
perhaps, they did work overly hard to make snre they had it all 
and got all the facts. There is nothing else involved in it except the 
trouble of the details of so much material. 

Mr. Wuirren. Mr. Secretary. that is a very general reply and I 
appreciate that you might have to make it, but T would repeat again 
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that in these instances there was involved a particular document in 
most cases or in several instances, and the Department of Defense 
in other instances required the field to have them in your Department 
within 3 days and only when the Department of Defense found out 
what was in it, and that the Appropriations Committee wanted it, 
have you sat on it from 2 months to 6 months in your Department. 
| say that that, again, indicates that somewhere along the line some- 
one was not too willing to make the information available to the 
Congress. 

Secretary Wirson. Well, the fact that it was handled differently 
in the Navy apparently would indicate that it was not a Defense 
Department policy and it was just a question of administration in the 
service. Secretary McNeil and I have been talking it over. Our 
relations with this committee through the years have Teen quite good. 
We think you have one of the very best, if not the best, committees 
of the Congress. 

Perhaps, we would do better in the future if we picked out one man 
in each of the services to serve this particular committee, end not get it 
mixed up with a whole lot of other paperwork routine. At least, that 
Is my suggestion. 

Mr. Wuirren. My attention has been called, Mr. Secretary, to the 
fact that there were 8 or 10 of these items requested from the Air 
Materiel Command and in each instance the particular document was 
identified. The records in your own Department show that it was 
delivered to the Secretary’s Office on November 25, 1955, and that 
information was delivered to this committee on February 2, 1956. 
In other words, the Air Materiel Command made the information 
available to the Secretary’s Office but we got it on February 2, when 
all the time we in this committee were raising these questions and 
pinpointing what we were seeking. 

Now, what is the explanation for that one? 

Secretary Witson. Well, I think the only explanation is that in our 
workload we just bogged down and instead of according this com- 
mittee the sort of special treatment it has usually had in the past, 
vou did not get it at this particular time. 

Mr. Manon. Off the record. 

(Discussion off the record.) 

Mr. Wurrren. The reason I am asking these questions is because 
[ am wondering if the Department of Defense is really coordinating 
ind requiring cooperation of the various secretaries, or whether you 
have the authority, or whether we have the various three services run- 
ning their own operation. 

The testimony up to this point would indicate that there is nothing 
flowing from the Secretary’s Office requiring any actions by the vari- 
ous services to carry out policy in these fields up to this point. 

Secretary Witson. Here is my letter now, and that is supposed 
to clear it up a little bit more, and we will see if we cannot, since the 
relationship with this committee is quite a continuing one, in one 
form or another, short-circuit some of our other redtape, if you want 
to look at it that way, and give you some special treatment. 

Mr. Wuirren. Now, Mr. Secretary, mine is not a personal situa- 
tion about this committee, as such. I think in view of the responsi- 
bility of this committee it is highly important to the country but I 
have reference to the organizational structure of the Department of 
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Defense and whether the Secretary’s Office actually has carried on 
any control in these various services, or whether the Secretary’s Office 
is Just a directives preparing and issuing group. 

You have written us a letter to the effect that > are going to 
try to improve it. If it does not happen, what will be the action of 
the Secretary’s Office to require or enforce such cooperation ? 

Secretary Wirson. I do not think I am going to have any trouble 
about it. 

Mr. Wurrren. Well, I hope you are right, but we have had some 
at least, and I am still wondering what course of action is open to you. 

Secretary Wuson. The first time I appeared before your commit- 
tee, I said we ought to ask for another $1 million or so and hire more 

ple so that they could be sitting there ready to give you fast action, 
yut I do not know that that is quite in the spirit of the business. 
However, I just want you to know that there is quite an actual added 
workload on some very busy people, and we had all of the budget 
preparation last fall as you know, and it involved more or less the 
same people. 

Mr. Wuirren. Apparently, Mr. Secretary, I have not made my 
point. In this instance it is not a case of taking time, but it is a 
case of your Department sitting on the information, and not turning 
it over to the committee. More people might give another layer to 
hold up information. 

Secretary Wiison. Well, it is a question that I did not know it was 
going on on that basis. 

Mr. Wutrren. I am sure of that, and I want the record to show 
I am sure you did not. 

Mr. Chairman, with your permission, I would like to insert in the 
record at this point certain correspondence proving the delay on the 
part of the Department of the Air Force in Washington in this par- 
ticular instance. 

(The correspondence referred to follows :) 


DEPARTMENT OF THE AIRFORCE, 
OFFICE OF THE SECRETARY, 
Washington, February 2, 1956. 
DrrEcTOR, SURVEYS AND INVESTIGATIONS, 
House Appropriations Committee, 
Pentagon Building. 
(Attention: Mr. Flatley.) 


Dear Mr. FLatiey: Attached are documents recently requested of the Air 
Materiel Command by members of your staff. 

Please note that the highest security classification is secret. It is requested 
that necessary security measures be taken to insure that these documents are 
properly safeguarded. 

Sincerely yours, 
MAx GOLDEN, 
Deputy for Procurement and Production. 


HEADQUARTERS, AIR MATERIEL COMMAND, 
Wright-Patterson Air Force Base, Ohio, November 25, 1955. 
Subject: Surveys and Investigations Staff, House Appropriations Committee. 
To: Director of Procurement and Production, Headquarters, United States Air 
Foree. Attention: AFMPP-PR, Washington 25, D. C. 


1. Forwarded herewith are three copies each of the following documents re- 
quested by Mr. Wm. W. Colby of subject staff. 

(a) Allison division, GMC, letter to Headquarters, Air Materiel Command 
(MCPPE) dated July 6, 1954; subject: Commercial Clearance for Allison T56 
Turbo-Prop Engine. 


(M 
Tu 


St: 
Se) 


tel 
an 


1 


Th 





on 
1ce 


to 


of 


le 


fain 


161 


(o) Allison division, GMC, letter to Headquarters, Air Material Command 
(MCPE) dated August 16, 1954; subject: Commercial Clearance for Allison T56 
Turbo-Prop Engine. 

(c) Headquarters, Air Materiel Command (MCP) letter to Deputy Chief of 
Staff, Military Air Transport, Headquarters, United States Air Force, dated 
September 20, 1954; subject: Release for Commercial Sale of T-56 Engine. 

(d) Headquarters, United States Air Force TWX to Headquarters, Air Ma- 
teriel Command (MCPEP) dated January 25, 1955 re Declassification of T-56 
and T-34 Turbo-Prop Engines. 

(e) Headqparters, Air Materiel Command (MCPEP-D) letter to Allison divi- 
sion dated February 2, 1955; subject: Commercial Sale of T-56 Engines. 

(f) Allison division, letter to Headquarters, Air Materiel Command (MCPB) 
dated August 31, 1954; subject: Commercial Clearance for Allison T-56 Turbo- 
Prop Engine. 

For the commander : 
GEORGE G. HEDBLOM, 
Major, USAF, Chief, Office of Inspection, 
Directorate of Procurement and Production. 


HEADQUARTERS, AIR MATERIEL COMMAND, 
Wright-Patterson Air Force Base, Ohio, November 17, 1955. 
Subject: Surveys and investigations staff, House Appropriations Committee. 
To: Headquarters, USAF, Director of Procurement and Production. 
Attention: AFMPP-PR, Lieutenant Colonel DuMont, Washington 25, D. C. 

1. Forwarded herewith are three copies each of the following documents re- 
quested by Mr. Trofast, of subject staff: 

(a) Approval of contract AF 33 (038) 6413, dated November 28, 1949 (secret). 

(b) DF from MCPC, to MCPMST dated November 10, 1954( confidential). 

(c) Letter from RAFD to Headquarters, AMC (MCPPS), dated October 5, 
1954 (confidential). 

(d@) Final approval of contract AF 33 (038) 6413, dated April 26, 1950. 

(e) MCPC form, dated July 7, 1955. 

(f) Request for final approval of S/A No. 1 to services contract AF 33 (600) 
29307, dated June 30, 1955. 

(79) DF from MCCB to MCPC, dated May 3, 1955. 

(h) Letter from the Headquarters, AMC (MCPC) to Headquarters, United 
States Air Force (AFMPP), dated April 20, 1955, w/1st Ind., dated April 29, 1955. 

(i) MCPC form, dated May 5, 1955, w/attached routing slip, dated May 5, 1955. 

(j) Request for final approval of contract AF 33 (600) 29025, DF, dated April 
18, 1955, with DF comment No. 2, dated May 9, 1955. 

(k) DF from MCP-6 to MCPC, dated November 9, 1954. 

(1) Letter from RAFD to Headquarters, AMC (MCPPPS), dated October 6, 
1954. 

(m) DF comment No. 2 from MCPC to MCPPP, dated October 18, 1954. 

(n) MCPC form, dated December 19, 1949. 

2. The above material pertains to SAGE and/or DEW line. 


For the Commander: 
Grorce G. HepsBLom, 


Major, United States Air Force, Chief, Office of Inspection, Directorate 
of Procurement and Production. 

Secretary Wixson. It is the same kind of problem, I suppose, as 
this stock keeping which involves having the parts records correct, and 
everything. It is just getting more and more people to operate prop- 
erly. I assure you that this looks like a very bad record. I read the 
record over all last Sunday and spent all day reading the material. 
I came into my office Monday morning and I said: “Well, I am mad, 
and sad.” TI did not like that kind of a record. I was sad to have such 
a poor relative performance with your good committee, and that is 
about all I can say about it. 
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DEFICIENCES IN PROCUREMENT PRACTICES 


Mr. Wuirren. I would like to go further and what I am trying to 
get into is whether the Department of Defense is not a directive-is- 
suing addition to or an appendage to the military services. 

Based on these documents which I have listed and others, I would 
like to point out some things which happened in this record. I am 
not going into too much detail, Mr. Chairman, but on page 99 the 
statement (p. 57 of this hearing) is made: 

The failure of the procurement status report to contain timely entries of 
shipments from the manufacturer result in AMA’s submitting ASI’s and expe. 
dites on material that has already been shipped by the manufacturer. 

_ Then, we turn to page 101 (p. 58 of this hearing), and find the 
following: 

For example, in the Army too frequently invitations for bids are issued con- 
taining items described by manufacturers’ part number only. In other bids 
the part being procured is specified as a part manufactured by X company, or 
equal. 

The invitation for bid under such circumstances is often silent with respect 
to the existence or availability of drawings. 

That could only lead to higher price bids and would tend to leave 
the business to one particular company. 

I would like to list a number of these because I am of the opinion 
that it will save a little time if I do it this way. 

We turn to page 103 (p. 59 of this hearing), and find the following: 

For example, one Army technical service justified an expenditure of $130,000 
in excess of the low bid on an end item on the basis that the cost involved in 
establishing a parts inventory of the low bidder’s parts, together with the cost of 
preparing spare parts and operational manuals for the same, would exceed the 
apparent saving of $130,000. Obviously, this thinking, if carried to an ultimate 
conclusion, would make it impracticable for the Government to accept a low bid 
if the parts and manuals of a higher bidder are already in the repair parts 
supply system. 

In other words, if a fellow gets this business and supplies a manual, 
apparently, he stays in the business, even though his bids continued 
to be high. 

Then, turning to page 104 of the report (p. 59-60 of this hearing), 
there is the following: 

Unwarranted obligations of funds. The initial amount of the contract was 
$80,835,000, but by September 7, 1955, the amount was increased to $353,822,495. 
The staff ascertained that as of September 23, 1955, orders placed against the 
contract amounted to $242,960,217, with estimated requisitions on hand of about 
$3.2 million. When it was pointed out to an official of ASO that the contract had 
been increased to over $100 million more than orders and requisitions on hand, 
he said steps were being taken to modify the contract. 

That is a case of ordering $100 million worth more than was needed, 
apparently. 

Now, on page 105 (p. 60 of this hearing) is the following statement : 

One contractor found that it took 98 weeks, on the average, to get a modifica- 
tion kit required as a result of an engineering change proposal, shipped to the 
planes requiring the change. 

It took 98 weeks to get it to the planes requiring change. 

Turning to page 106 (p. 61 of this hearing) : 


One contractor reported the Air Force procedure of double identification of 
parts— be : 
double identification— 
is unwieldy and costly. 
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Turning to page 109 (p. 62 of this hearing) : 

Another contractor reported that he ordered, at Air Force request, a carload 
of steer hides as part of the bulk items list for concurrent spares on an aircraft. 
and they demanded that he attach a drawing. He measured the steer 
hides and could not find any two alike. 

The contractor tried to write a pattern description but could find no two 
of the steer hides of the same dimensions. Consequently it was impossible for 
him to submit a drawing. 

And under those conditions the matter was delayed at considerable 
expense. 

We turn then to page 111 (p. 63 of this hearing), where it is charged 
that: 

At one Air Force facility [it was] disclosed that the Government representa- 
tives were exercising little control over the price the contractor was charging 
for spare parts. 

For example, in less than a 3-year period one item increased from 
$8.53 each to $15.74. 

There are other specific charges. One is with regard to the radio 
transmitter, where about $11 million worth of them got lost. We 
still have not found them, and they are procuring still others. 

Secretary Witson. Where is that ? 

Mr. Wurrren. That was page 115 (p. 65 of this hearing). 

On page 116 (p. 65 of this hearing) it is indicated, with regard to 
aircraft propellers, 157 were procured at a cost of $1,413,000. In the 
supply report 62 propellers were accounted for, leaving 95 unaccounted 
for. 

A special inventory was taken in March 1955 at which time 115 propellers 
were located. However, 42 propellers worth $378,000 were still unaccounted for. 

The story which appears on pages 116 and 117 (pp. 65 and 66 of this 
hearing) on the Chateauroux Depot shows that the records were in a 
terrible state and the supplies on hand did not tally at all with the 
reported inventory. 

Then on page 117 (p. 66 of this hearing) it is reported : 

CAMA submitted a listing of excess property to the Sacramento, Calif., Air 


Materiel area wherein 99 line items valued at $632,540.38 were declared excess 
to CAMA requirements and disposition instructions were requested to alleviate 
storage problems. * * * It was stated that 45 of the 99 line items declared 
excess were subjects of current procurement actions. 

In other words, 99 of the items were declared surplus and were 
set up for sale, at the same time that you were buying 45 of the 99 
through other people. 

_ Turning to page 120 (p. 67 of this hearing), the same types of 
inventory errors are pointed out. IT would point out pages 127, 128, 
129 (pp. 71 and 72 of this hearing), the relationship with Western 
Electric (p. 73 of this hearing), page 141 (pp. 77 and 78 of this hear- 
ing) on deficient record. Page 144 (p. 79 of this hearing) where 
$70,000 payment for expedition was jumped to $1,341,103.98. I would 
point out Convair, General Motors, and page 158 (p. 87 of this hear- 


| Ing), where additional costs to the Government piled up for 2 years 
© while the failure of the contractor was being considered. 


If these are typical—and there is every reason to believe they are 
the Government is spending billions needlessly to someone’s profit. 

(here are illustrations in this investigation where mistakenly we 
were supposed to pay $2,100 per unit and the company inadvertently 
submitted a bill at the rate of $2.700 per unit and the Government 
paid the $2,700, and then everybody was embarrassed to find out they 
had paid all that extra money. 
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In numerous instances, in the first instance in your original con- 
tract to produce what amounts to the first units of a given product 
there is no requirement thatthe plans and specifications be made 
available to the Government so that in future contracts for the same 
item these plans and specifications can be used by the Government to 
get competitive bids. 

There are all sorts of indications in this record that as a result of 
letting the prime contractor, the initial contractor, keep for himself 
what he develops in the way of plans and specifications he almost 
creates for himself a monopoly. 

I am coming up to a point. I will not review any more of this, 
because the document will be in the record and will speak for itself. 

What action has been taken by the National Defense Department 
in the specific cases that are now called to your attention, since we 
had our hearing? 


ACTION TAKEN ON INVESTIGATOR’S REPORT 


Secretary Witson. What you have to do is review these things one 
at a time with the services involved. You ask them to explain it, and 
what is being done about it. 

Many of the cases are a little old. Some of them are more current. 
Perhaps the Defense Department and the services are not as well 
organized as private industry; however, I am sure they are much 
better organized than they were 3 years ago, in spite of this report. 

There are many things that are being improved all the time in the 
way of our procedures and other actions. 

One of the first things we did was appoint a fine group of men, 
referred to as the Cooper committee, to go over the business. We 
probably, both in the Services and in the top management of the 
Defense Department itself, must do a better job of auditing some of 
this business that has been done in the past. 

Some of these stories may not be complete, but there is certainly 
enough in them that we do not need to argue about that; we just say, 
“We have to do better.” 

It partly comes back to this question of organization and the com- 
petency of the people and how long they have been in the job and 
their attitude toward the job. Unfortunately in the Government we 
do not have some of the self-policing factors that you have in the 
business world. We have to make up for that in some other way, to 
keep the efficiency and effectiveness up to where it ought to be. 

A report like this, to accomplish any purpose, has got to accentuate 
the mistakes and the bad things. I would appreciate it if you would 
into the matter with the services. Iam sure you will find their attitude 
toward it is right, that is to make an improvement. That will help 
me some, to just push it home a little bit, if you understand what I 
mean, as long as you have done the job. 

If Secretary McNeil had had this same kind of staff group go 
around we would be doing the same thing in the Defense Department. 
We want to take advantage of your work and accomplish something 
for the Government by it. 

Mr. Wuirten. Mr. Secretary, that is all very interesting. I would 
like to renew my question, which was to ask you what specific action 
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had been taken by your office since these matters were called to your 
attention ¢ 

Mr. Pixs. I wonder if I might answer that question, Mr. Whitten ? 

To date, frankly, all I have been able to do, and to the best of my 
knowledge all that the procurement secretaries and the people in the 
military “departments have been able to do, has been to study these 
very voluminous reports. 

Mr. Wuirren. Well, I read these things in a little shorter order 
than you would indicate by your description here. 

Mr. Pree. I just mean to say that reading them once and then study- 
ing them and then my having conversations with these procurement 
secretaries, and their not having all the information at their finger- 
tips, has been such that we have ‘been very busy trying to address our- 
selves to this meeting. I think it is patent that we cannot get into 
every situation we have in this report, when it is perhaps pointed 
toward this meeting, but I will say this: In every instance you have 
pointed out there, as an assistant to Mr. Wilson it is my job—and I 
will undertake, as I have already undertaken with each one of the 
military departments—to see to it that they report through me to 
Mr. Wilson on each one of the situations that are outlined here. 

I have found out enough about some of the situations to believe 
that not every particular. case is as completely black as the record 
indicates. At any rate, we are hunting for the facts and the truth. 
Wherever we are able to institute an improvement or correction we 
will undertake to do so. 

Mr. Wuirten. Mr. Pike, I want the record to show that by listing 
these particular pages I did so to make the point I wished to make. I 
did not mean to overlook by any manner of means the other examples. 
In the other examples there is much more money involved than some 
I called attention to. 

Your statement there that we would have to look to the services 
is somewhat of an indication that the National Defense Department, 
to whom the country and the Congress has been looking to straighten 
out, as I believe the Secretary himself referred to it, a “mess” when 
he came in—I mean, when he came into office-——— 

Secretary Witson. I am not sure I ever said that. 

Mr. Suepparp. I will vouch for it, Mr. Secretary. You did make 
that statement in the presence of this committee, but you made it in 
somewhat perhaps of a jesting attitude; I will use that term. 

Secretary Wiison. I do not want to be too critical of my predeces- 
sors, because it is a big, tough assignment. Very few people have ever 
tried to organize 100,000 people, let alone 4 million. 

I do not excuse these kinds of things if they are true. There is 
some explanation of it, probably, because people do not purposely 
do such sloppy things. That is, they sort of drift into it. It is like an 
accident on the road. You do not start out to have one. Usually 
more than one person contributes to an accident. This is just a 
messy kind of business here. 

All I can tell you is that in one way and another we are trying to 
get hold of the thing. I cannot run it out of my office. We are 

alking about administration here, and some very poor examples of it. 

Mr. Forp. Would you yield a minute, Mr. Whitten ? 

Mr. Wurrren. I yield. 
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Mr. Forp. In those instances which you used as examples, would 
it be fair and proper to have an itemized list of what they hove found 
to be the facts and what corrective action has been taken, so that you 
do not have your statement at the beginning of the interrogation and 
then the answer 25 pages subsequently? We are all familiar with 
what happens in that kind of circumstance. I think in all fairness 
to the parties involved that would be the proper procedure, wherever 
the fault may be. 

Mr. Wuirren. I had hoped, Mr. Ford, that that is what would fol- 
low. I insisted, if you recall, that this investigation report be put 
into the record and delivered to the Secretary. 

Iam proud of this committee. There has been no intimation in the 
press or elsewhere that we even had the investigation. I am proud 
of that fact so we can have it released all together. 

I anticipated that is what we would get in reply. Instead of that, 
Mr. Pike has made a 23-page statement of splendid generalities. 
“We are going to improve it.” “We hate to see it.” And the Secre- 
tary has added more along the same line. 

The reason I put those facts in is to ask the specific question: What 
action have you already taken ? 

Mr. Pixe. May I answer that question ¢ 

Mr. Wurrren. I have asked it three times. 

Mr. Prxer. I have here a detailed document from the Department 
of the Army. I have not had a chance to study it to see what the 
evaluation of it should be against the allegations contained in the 
report. 

I have the same kind of detailed document from the Navy and the 
Air Force. Those are the documents I had reference to a few 
moments ago. 

Again, we have done all we can in the time allowed. I think we 
can find where the real weak points are, and that is the springboard 
from which it is our responsibility to take action, which I think we 
will do. 


RESPONSIBILITY FOR PROCUREMENT PROCEDURES 


Mr. Wuirren. I am glad to hear that, Mr. Pike. Once you find 
out and once you reach a conclusion as to what the investigators found 
and what these services report to you, what authority do you have 
in the Department of Defense to bring about corrections ? 

Mr. Prxe. We have all the authority that is necessary. 

Mr. Wuirren. That means, then, whatever position the situation 
now finds itself in the Department of Defense must share its full 
responsibility because it is within your control from the start, and 
not in the services, as earlier statements may have indicated ? 

Secretary Witson. The services are a part of the Defense Depart- 
ment. 

Mr. Wuirren. I will say the Secretary’s Office in the Department 
of Defense here, which is supposed to be super and over and above 
and a coordinating and ssidvinn force in the services; if you can 
separate that authority from what we will have to look to the Army, 
Navy, and Air Force as individual departments to do. 

Secretary Witson. To go back to your question a minute, you listed 
those series of items. I suggested that they could be answered, each 





ne specifically, by the Department involved. I would like to see in 
e record after each of those questions the answer from the responsible 
department, 

Now, in a big organization and under the setup by law which pro- 

des for the separate administration of the three services, that means 

hat the responsibility in the first instance is in the Secretary of that 
de partment and his assistants in the line of nemnenenes or authority. 

The overall responsibility is mine. It is my duty. . I think the 
organization is basically all right. 

It is just the magnitude of it and the practices that perhaps were 
necessary in the emergency following Korea and the cleanup that is 
going on now. I assure you that we are making some progress. It 
may not seem so from this report, but we are. 

If we had not made effective savings of a considerable magnitude 
yur appropriation request would be a couple of billion dollars more 
than it 1s now. 

I still do not attempt to excuse things that are not right. But with 
oo people we have a cross section of America. Most of them 

e fine people, but every once in a while you have a misfit or somebody 
Wi Jon is not taking enough interest in his work or does not understand 
his instructions or gets frustrated over the business. The only way 
to do this is to get into the thing in detail and get enough people to see 
that the thing is kept right. I cannot run it out of my office, except in 
policy, and to make sure that I start to get the right kind of people to 
help me and they try to get the right ones to help them and they keep 
working at it. 

Mr. Forp. Mr. Secretary, I gathered that Mr. Whitten and the 
committee had no objection to what was stated. 

Mr. Wuirtren. Certainly. Iam tryingtoreachatthe cause. These 
specific things clearly indicate that Government money has been 
wasted. I use the word “indicate” advisedly, because there usually 
can be two sides to anything. It is indicated that a whole lot of 
unconscionable profits have been made by the system where the initial 
contractor, by holding his drawings and holding the criteria, causes a 
situation where you have to turn to him again. In the first imstance 
you made it possible for him to do that. Specifications and other 
things would be indicated here ; buying equipment and materiel where 
vou already have it on hand, which results in somebody making money 
in the new contract. Of course, that is a cost to the taxpayer. 

But I certainly do not want to leave that standing by itself. I 
want whatever the true facts are. I want to distinguish between the 
facts and just some plausible answer, I do not mean to charge anybody 
with anything, but that would not get to what we are driving at here. 


TRANSFER OF FUNCTIONS TO PRIVATE CONTRACTORS 


[ have had several other illustrations reported to me by other people 
where it was claimed that work has been started in navy yards, only 
to give it to private contractors who were set up in business. 

On one item here the navy yard was doing it at an estimated cost 
of say $700, and under your private contractor, a former naval oflicer 
employed in the yard, who quit and you set him up in business with 
. contract, he makes it at a cost of about $1,000. 
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Mr. Forp. In those instances which you used as examples, would 
it be fair and proper to have an itemized list of what they have found 
to be the facts and what corrective action has been taken, so that you 
do not have your statement at the beginning of the interrogation and 
then the answer 25 pages subsequently? We are all familiar with 
what happens in that kind of circumstance. I think in all fairness 
to the parties involved that would be the proper procedure, wherever 
the fault may be. 

Mr. Wuirren. I had hoped, Mr. Ford, that that is what would fol- 
low. I insisted, if you recall, that this investigation report be put 
into the record and delivered to the Secretary. 

Tam proud of this committee. There has been no intimation in the 
press or elsewhere that we even had the investigation. I am proud 
of that fact so we can have it released all together. 

I anticipated that is what we would get in reply. Instead of that, 
Mr. Pike has made a 23-page statement of splendid generalities. 
“We are going to improve it.” “We hate to see it.” And the Secre- 
tary has added more along the same line. 

The reason I put those facts in is to ask the specific question: What 
action have you already taken ? 

Mr. Prxr. May I answer that question / 

Mr. WuirreNn. I have asked it three times. 

Mr. Prxe. I have here a detailed document from the Department 
of the Army. I have not had a chance to study it to see what the 
evaluation of it should be against the allegations contained in the 
report. 

I have the same kind of detailed document from the Navy and the 
Air Force. Those are the documents I had reference to a few 
moments ago. 

Again, we have done all we can in the time allowed. I think we 
can find where the real weak oe are, and that is the springboard 
from which it is our responsibility to take action, which I think we 


will do. 
RESPONSIBILITY FOR PROCUREMENT PROCEDURES 


Mr. Wuirren. I am glad to hear that, Mr. Pike. Once you find 
out and once you reach a conclusion as to what the investigators found 
and what these services report to you, what authority do you have 
in the Department of Defense to bring about corrections ? 

Mr. Pike. We have all the authority that is necessary. 

Mr. Wuirren. That means, then, whatever position the situation 
now finds itself in the Department of Defense must share its full 
responsibility because it is within your control from the start, and 
not in the services, as earlier statements may have indicated ? 

Secretary Witson. The services are a part of the Defense Depart- 
ment. 

Mr. Wurrren. I will say the Secretary’s Office in the Department 
of Defense here, which is supposed to be super and over and above 
and a coordinating and unifying force in the services; if you can 
separate that authority from what we will have to look to the Army, 
Navy, and Air Force as individual departments to do. 

Secretary Witson. To go back to your question a minute, you listed 
those series of items. I suggested that they could be answered, each 
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one specifically, by the Department involved. I would like to see in 
the record after each of those questions the answer from the responsible 
department. 

Now, in a big organization and under the setup by law which pro- 
vides for the separate administration of the three services, that means 
that the responsibility in the first instance is in the Secretary of that 
department and his assistants in the line of command or authority. 
The overall responsibility is mine. It is my duty. So I think the 
organization is basically all right. 

It is just the magnitude of it and the practices that perhaps were 
necessary in the emergency following Korea and the cleanup that is 
going on now, I assure you that we are making some progress. It 
may not seem so from this report, but we are. 

If we had not made effective savings of a considerable magnitude 
our appropriation request would be a couple of billion dollars more 
than it is now. 

[ still do not attempt to excuse things that are not right. But with 
4 million people we have a cross section of America. Most of them 
are fine people, but every once in a while you have a misfit or somebody 
who is not taking enough interest in his work or does not understand 
his instructions or gets frustrated over the business. The only way 
to do this is to get into the thing in detail and get enough people to see 
that the thing is kept right. I cannot run it out of my office, except in 
policy, and to make sure that I start to get the right kind of people to 
help me and they try to get the right ones to help them and they keep 
working at it. 

Mr. Foro. Mr. Secretary, I gathered that Mr. Whitten and the 
committee had no objection to what was stated. 

Mr. Wuirtren. Certainly. Iam trying toreach atthecause. These 
specific things clearly indicate that Government money has been 
wasted. I use the word “indicate” advisedly, because there usually 
can be two sides to anything. It is indicated that a whole lot of 
unconscionable profits have been made by the system where the initial 
contractor, by holding his drawings and holding the criteria, causes a 
situation where you have to turn to him again. In the first instance 
you made it possible for him to do that. Specifications and other 
things would be indicated here; buying equipment and materiel where 
you already have it on hand, which results in somebody making money 
in the new contract. Of course, that is a cost to the taxpayer. 

But I certainly do not want to leave that standing by itself. I 
want whatever the true facts are. I want to distinguish between the 
facts and just some plausible answer, I do not mean to charge anybody 
with anything, but that would not get to what we are driving at here. 


TRANSFER OF FUNCTIONS TO PRIVATE CONTRACTORS 


[ have had several other illustrations reported to me by other people 
where it was claimed that work has been started in navy yards, only 
to give it to private contractors who were set up in business. 

On one item here the navy yard was doing it at an estimated cost 
of say $700, and under your private contractor, a former naval officer 
employed in the yard, who quit and you set him up in business with 
a contract, he makes it at a cost of about $1,000. 
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| Another item was er $500. This man, set up in busi- 
a ness, makes it for twice as much. 

“4 : Another item was around a thousand dollars, and now that is about 
$1,500. 

| Mr. Pree. Are these in the report? 

Mr. Wurrren. It is not in that, but I am using this by way of 
illustration. This is said to have occurred at the Boston Navy Yard. 

Mr. Prxe. May we have specific names and situations there? 

Mr. Wurrren. I will go over this record and make as much infor- 
mation available as Ican. The contractor was a lieutenant commander 
in the Navy, I am told, who quit one day, was shortly given a $100,000 
contract which has now been increased to $200,000. He is doing work 
formerly done in the navy yard. 

Secretary Wiison. I do not think you should use information with 
us here that you cannot back up. 

Mr. Wuirren. I believe it can be backed up. 

Certainly it should be investigated. 

Mr. Manon. Off the record. 

(Discussion off the record.) 

Mr. Wurrren. At the present moment I cannot give the name of 
my informant to you without involving the individual who made it 
available to me, which I cannot do at this moment. I am making a 
point. 

Mr. Forp. I do not think it is fair to make a categorical statement 
without having the information available to the commitee and an 
identification of what we are talking about. 

Mr. Wuirren. I think I clearly have the right to say it has been 
indicated or claimed to me that these extra costs have happened. 

Mr. Osterrac. Off the record— 

Mr. Wuirten. I cannot state it as a fact other than as presented 
to me. 

Secretary Witson. Off the record I would like to know how long 
ago it was, too. 

Mr. Wuirren. January 24, 1956. Quite recent. 

Mr. Osrertac. Off the record. 

(Discussion off the record.) 

Mr. Wuirren. I have cited these indications which have been rep- 
resented to me as being factual. As to the correctness of it I cannot 
say, though I have had presented some evidence of these higher costs, 

T ask, on work that has been taken out of the navy yards and various 
other activities of the Government, if you have any comparisons or 
maintain any comparisons of the cost under your former procedure as 
compared with the cost you have now? Do you maintain such a 
record ¢ 

Mr. Pree. Yes, indeed we do. Just as a specific answer to your 
question, in our program for phasing out the commercial industrial 
activities wherein private enterprise can furnish this service at a com- 
petitive price, we have a whole list of criteria that the military depart- 
ments furnish us; including the name of the activity, what they pro- 
duce, the amount of the production, the capital investment in the 
plant, the people involved, and so forth, and soon. All of that is back 
up to those activities that have been presented to this committee under 
the rider to the last appropriation bill, section 638, so that we do have 
that background. 
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Secretary Wirson. I can say the policy is not to have it cost the 
Government any more. If this is true—which I doubt very much, 
incidentally——— 

Mr. Wurrren. Well, Mr. Secretary 

Secretary Wixson. I have not said the same thing about your 
report, you understand. This is a good job. 

Mr. Wurrren. May I say that you just referred to policies, and this 
investigation report shows your pr actices have proven to be quite 
different from your policies. It is entirely possible that the practice 
in this instance could be just as far afield from what your policy is 
intended; is that right? 

Secretary Witson. I do not think so, sir. 

Mr. Prxr. I think we are entitled to have some specific information 
so that we can look into this situation. 

Mr. Wuirren. I used it as an illustration. I do not vouch for the 
facts, although I have every reason to believe they are facts. I, in 
turn, will pass what I have on to the chairman of the Navy panel, 
Mr. Sheppard. I cannot use this beyond this question, onlin I do 
not have clearance from the man who supplied it. 

Mr. SuHeprrarp. Will the gentleman yield? 

Mr. Wuirten. Yes, sir. 

Mr. Suepparp. I think vou gentlemen are perhaps a little bit un- 
duly concerned about the gentleman's approach to that. for this 
reason: Like yourselves, members of this committee have sources of 
information which quite frequently are very valuable to them. Ona 
couple of occasions in the past where the name of the individual has 
been exposed he has not lasted very Jong in the Government position. 
That has not been due to your particular individual Government 
activities: it just happens to have been, perhaps. a happenstance 

I think the gentleman, strictly from a personal point of view, Mr. 
Chairman, is in the purview of inquiring into it. Perhaps later on, 
Mr. Whitten, if you should see fit to transpose the information in- 
volved without the name of the person who supplied it to you, then 
vou will give the people the desired information without the 
individual concept. 

Secretary Witson. That would be perfectly satisfactory. I would 
like to know the plant and when it was supposed to have happened, 
what the item was, and the amount. T do not care where the informa- 
tion comes from, because the information will be right or wrong. 

Mr. Manon. I think you are entitled to it. 

Mr. Wurrren. I have only used it to the point of asking you if you 
knew this was going on and, again, it gets back to whether your 
practices conform to the accepted policy. It should be followed 
by investigation. 

Secretary Witson. These other cases you talk about, that are in 
this report, in some of the cases are is a difference of opinion as to 
what is the right thing to do. whether it is right or wrong; and some 
a sort of sloppy administration, with a clerical error or what not, the 
billing of $2,700 instead of $2,100. What you are talking about now 
is a pretty serious kind of business. You know, if it_is actually so 
that a man retires from the Navy or resigns from the Navy, a former 
employee, and gets a contract and soaks the Government, that looks 
like it is a little crooked to me, and that is pretty serious business. 
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Mr. Marion. But you have been saying when private enterprise 
could do the job, have you not, that you would let him take into con- 
sideration taxes and so forth, and other costs; and maybe the unit 
cost would be greater to the Government. 

Secretary Wirson. That will all come out when we get the facts, 
Mr. Chairman. 

Mr. Wuirren. That is such an example as this case is represented 
to me to be. I was given names of individuals. As I see it now I do 
not know how I could make it available to you without it being quite 
clear as to the Government employee who made it available to me, 
and I do not know what would happen to him. 

Secretary Wirson. I do not think that is quite necessarily so. I 
think you could say the plant and what the item was. 

Mr. Wurrren. Well, I will go as far as I can in making this avail- 
able to you. Not only that, but I am going to urge our subcommittee 
to make a further investigation to see how prevalent this kind of thing 
is, if it does exist. 

Mr. Wuirren. My purpose in presenting that is to show that in 
these instances, if these things be facts, it means higher costs are being 
incurred to the profit of individuals set up in business. 

The general tenor of this investigation report here is that business, 
and in many instances big business—99 percent of whose business is 
with the Government—has set its own rates to a large extent. They 
have set their cost factors and in effect their profits. They have used 
their knowledge in setting up the figures in negotiated contracts. 

The other pages of this report show that in most instances where 
there has been money returned to the Government it was where the 
percentage of profits as shown in the foregoing instances and in several 
other instances was so high as to cause the contractor to voluntarily 
return the money to the Government. 

I am asking you, Mr. Secretary: Does this reflect a pattern of in- 
curring higher costs on the basis that it is going to business, anyway ? 
That is a rather serious question. 

Secretary Witson. I am sure the answer to that is “No.” 


CERTIFICATION OF OBLIGATIONS UNDER SECTION 1311 


Mr. Wurrren. There are various things in this record which would 
lead one to believe that, in the absence of your reply. 

Now I should like to go, Mr. Chairman, to one other thing, and 
then I shall be finished. 

I happen to head a special committee to investigate the enforcement 
of the Antideficiency Act, Mr. Secretary. You are familiar with sec- 
tion 1311, which requires the National Defense Department to certify 
to the Congress, and particularly this committee, I believe the date 
being December 31 each year, obligations of the preceding June 30. 

I will read this summary of the findings of the investigators into 
the record at this point. I shall make this investigation report avail- 
able to you just as soon as we find time to have a meeting of our sub- 
committee, so that we can act efficiently. The summary is not too 
lengthy. It lists the following: 


1. The staff audit found the certifications completely unreliable and the 
records in such condition that it was impossible to determine with any degree 
of accuracy what amounts were proper for certification. 
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That has reference to the Department of Defense. 


2. The unliquidated obligation balances certified for the regular military 
appropriations are estimated to be overstated by at least $2 billion. 

3. The unliquidated obligation balances certified for the military defense 
assistance appropriations are overstated by at least $400 million whereby the 
Department of Defense has retained this amount in violation of the Mutual 
Security Act of 1954 which provided that such balances of unliquidated obliga- 
tions on June 30, 1954, as could not be certified would not be made available 
during 1955. 

4. The records and documents pertaining to unliquidated obligation balances 
were not in such form as to facilitate audit and reconciliation. 

5. The documents representing unliquidated obligations were not totaled and 
reconciled to the control accounts. 

6. Criteria for determining unliquidated obligations were not properly or 
uniformly applied. 

7. Test checks were made by the staff at various locations within the military 
departments. The tests disclosed that under the circumstances a complete 
audit requiring many thousands of man-hours would be required to determine 
exactly the amount proper for certification. 

8. Certificates that were to be submitted December 31, 1954, under the law, 
were not submitted until July 13, 1955, more than 6 months late. 

9. Insofar as the 1954 regular military appropriation certifications are con. 
cerned, the net effect of the overstatements would be the reporting of incorrect 
balances to Congress for its cOnsideration in appropriating new moneys. The 
amounts so overstated in the case of no-year funds would eventually revert 
to unobligated balances and be available for reobligation. In the case of 1-year 
funds, the overstated amounts would revert to the unobligated balances and, 
presumably, not be available for reobligation. 

10. With reference to the overstatement in the military defense assistance 
appropriations unliquidated obligation balances for June 30, 1954, there is the 
problem of certified balances not meeting the criteria of section 1311 that should, 
under the law, have reverted to the Treasury but which were, because of the 
overstatement, made available for obligation and/or reservation by the Defense 
Department during fiscal year 1955. 


B. AUDIT OF 1955 CERTIFICATIONS 


1. The certifications for June 30, 1955, balances, due on September 30, 1955, 
were submitted as follows: 

The Navy submitted its reports by October 8, 1955, with one exception. Cer- 
tificates on major accounts in the Air Force and Army were received during 
December, most of them on December 23, 1955. As of January 10, 1956, the 
Army had not certified to balances of $1,020 million. 


[ will ask the clerk of my committee to make these findings available 
to you at the earliest possible moment. 

Mr. McNet. May I speak to that ? 

Secretary Wirson. I would like to get my mind clear. That has 
nothing to do with this report you are talking about? 

Mr. Wurrren. That is an additional investigation which another 
subcommittee of the Appropriations Committee made. It ties right 
into the problem before this subcommittee and I am trying to make 
it available here. 

Mr. McNet.. I do not believe it does, sir. I am sorry your were not 
able to be present the other day, because we discussed this whole 
problem at that time. 

In my opening statement before the committee—and I did not know, 
at the time, of that particular report—I outlined the basic problem on 
section 1811. This is a case where the statements made in the investi- 
gation report could be taken out of context and look pretty terrible. 
When one considers that the report for June 30, 1954 was made for a 
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period ending 2 months before the legislation was enacted and under 
regulations which were not approved “and cleared by the General Ac- 
counting Office until the following April, 9 months later, and that 
we then had to go back and completely change the rules as to what 
constituted a valid obilgation under the statutory definition, then I 
think the critical tone and the use of excerpts are not. entirely justified. 

Mr. Wuirren. | would like tosay 

Mr. McNew. We testified last year and this year again that we 
think the basic legislation is good. It is the first time in 1 history that 
there has even been a statutory definition of obligations. We are 
all going to get some good out of it when we fully work it out. 

But to go back to my first point. For 10 or 20 or 30 years, for 
example, we had considered funds placed on contract for initial air- 
craft spares as valid obligations, even though the definitive list, 
exact quantities of spares, : and the specific prices were not stated. Now, 
suddenly, these were no longer valid obligations. We do not dis- 
agree that they represent a form of commitment and perhaps at a 
certain stage are not completely binding legal obligation, but to 
Bo back and say that we did not submit the June 30, 1954, statements 

y the Army, Navy, and Air Force by December 31, when we did 
not have even a criterion until the following April, is not quite fair. 

May I go one step further, as to the certifications for June 30, 1955! 
The end of the report per iod came about 2 months after we had 
received clearance of the regulations. This meant the Army, Navy, 
and Air Force did not know the ground rules under which they were 
working in last fiscal year, until 2 months before the period ended. 

Within that brief period we did these things: We washed out in 
the Navy some $412 million worth of obligations that were doubtful. 
They represented: reasonably firm transactions but it was doubtful 
as to whether all the documentation necessary to qualify them were 
in the files. In the Air Force, $1,247 million was taken out, although 
they were practically all firm transactions but certain quantity, price, 
or other documentation was not complete. The June 30, 1955, cer- 
tifications were submitted, complete, by the Navy on time. In the 

case of the Army a part of them were submitted in October. I believe 
it was October 8 or 10. The certifications for the Air Force were 
essentially completed after an audit in the Air Force in December. 

Considering the revolutionary change involved a lot has been done. 
We are not fighting the problem, because when we get on the beam 
here we think it is going to be a help to you, to other committees of 
the Congress, and to us to have this clean- out definition apply all the 
way across the board. But if this job is done in 2 or 3 years—to 
make this revolutionary change—it will be marvelous. 

Mr. Wurrren. Mr. McNeil, I thank you for your statement. I 
was here and did hear your presentation. 

My purpose in raising that question was first to give you notice 
prior to the hearing of some of these conclusions, and primarily to 
ask if the type of thing our present investigators’ report shows pre- 

vails throughout the Department, which might be the real reason for 
this serious difference in the certific ations, which our staff says is $2 
billion. 

I would like to point out here that I happened to be back in Wash- 
ington during the fall and had a chance to talk to our investigators. | 
know from their statements in this investigation of your practices 
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what they have done. I do not want the record to indicate in the 
least that they have gone over to the Defense Department and these 
are a few isolated instances that they found. These are the spot 
checks that they had time to make. 

Knowing that the information and items in this investigation re- 
port constituted the items that they did check, it leads to the conclu- 
sion that the findings represent a general situation. I want to know 
if these facts do not lead to the belief that maybe the faulty certifica- 
tion comes from the manner of handling contracts and the handling 
of payments and overpayments, and the “dependenc e on contracts and 
companies returning voluntarily money to the Government, and let- 
ting the original contractor retain for himself his own specifications 
so that you cannot call for competitive bid? I am just wondering 
if that is not what is behind the other. 

Mr. McNem. No; I think they are different problems. 


REFUNDS BY CONTRACTORS 


Next, on the return of money by contractors, may I speak to that 
fora moment ? 

You stated or inferred that it might be a pattern of just trying to 
hand out profits to big business. 

Mr. Wuirren. I would not say to “hand out.” I would say it this 
way: A man could easily have the belief that keeping business strong 
and keeping General Motors and Ford and these other people in an 
extremely strong position might be good national defense. A man 
can have an honest difference about what a normal profit is. In fact, 
in here in many places it looks to me like it is far too high, and in 
still others the Government itself has decided it and the contractor 
has come to that conclusion in some instances because he has turned 
money back. 

Mr. McNett. Let me mention two specific instances which go into 
big dollar sums, just on the other side of the ledger. 

Year before last in an effort to prevent these so-called refunds that 
you mention here ever becoming necessary, we adopted certain pro- 
cedures. Of course, on contracts that were already outstanding you 
had some trouble because those were binding deals. 

On all contracts since then we have had the basic rule of 75-percent 
progress payments, on the basis of total costs incurred, or 90 percent 
of direct material and labor, rather than the more liberal practices 
which existed. That is definitely an aggressive step on the part of 
the Department of Defense to eliminate conditions which create the 
need for refunds. 

This last year you may have seen some of the newspaper reports 
on what was called the 105-percent payment provision for incentive 
oa price redetermination type contracts, which has just recently 
been further refined. That was an effort to further insure that no one 
was paid money which would later have to be returned. In other 
words, we did try to correct the basic problem that created the need 
for any refunds. 

[ will not say such cases will never happen in the future. We were 
attempting to correct the basic problem, which goes back to the period 
of 1950 to 1953, when in an effort to get materiel quickly, too liberal 
progress payments were established as part of the contract. 















































































































































174 





I think the poe payment basis today is very sound. I think 
the payment formula on incentives and price redetermination type 
contracts is a very sound provision at the moment. Two years ago, 
frankly, it was not; I think it was too liberal. Those are the types of 
things on which I would say considerable progress has been made, 
which do not show up when you are listing what still has to be done, 
or what was done in part or not completed. 

I would like to mention one other thing, going back to section 1311 
and the other reports you were mentioning. It is true that the cer- 
tification made to this committee as of last June does not show all of the 
unobligated balances. That is correct. We did, however, present 
the full picture to the committee last week. We pointed out at the 
time that the basic format provided by the General Accounting 
Office for the whole Government makes no provision for showing it. 
We had asked the General Accounting Office to take the lead. We 
would do all we could to help in prescribing a system which would 
disclose the full picture, which we laid out before the committee last 
week, We have presented it to the committee in our own format. 
We could not do it within the framework of the format and rules 
prescribed by the General Accounting Office. 





AUTHORITY TO ESTABLISH PROCUREMENT POLICY 





Mr. Wuirten. I am glad to have that information. 

I cited earlier that I had found instances in here where there had 
been a failure to require drawings. One of the illustrations of that 
is found on page 140 where the Sonal Corps was placed in the posi- 
tion of having to accept Western Electric Co. as a sole source due 
to the corps’ failure to require the Bell Laboratories to furnish pro- 
duction drawings as a part of the research and development contract. 

There are numerous other illustrations throughout this report 
which, as I have stated, will be in the record. 

Now, I am glad to have your statement with regard to the effort 
that is being made to correct practices that exist. 

I would like to ask once again if our own investigations show that 
these conditions exist in these specific cases what authority does the 
Department have to require the services to change this course of pro- 
cedure, and what part of this contracting and procurement is in the 
Office of the Secretary of Defense and his Department as against the 
services ? 

Mr. Pree. There is no procurement in the Office of the Secretary of 
Defense. All of the actual buying and purchasing is done by the 
military department. 

Mr. Wurrren. Under directives? 

Mr. Prxe. Under general policy. The prime vehicle, as I men- 
tioned this morning, is the armed services procurement regulation. 
That is for broad general policy and direction only. That is con- 
stantly being studied and reviewed, as I indicated. We have some 
areas of it under revision now. As [I also indicated, we will proceed 
with haste to conclude in a couple of areas pointed up in this report 
where the services need tighter joint guidance. 

But to get back to your first question, there is no procurement done 
in the Office of the Secretary of Defense. 
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Mr. Wuirren. That leaves it where we on this subcommittee will 
have the job to do all over again when we deal with each of the depart- 
ments as they appear before the panel in order to bring about cor- 
rections insofar as we are able to. 

Mr. Prxe. Not necessarily so. As I also indicated in the state- 
ment a few minutes ago, all of the things that are pointed out in this 
report that upon investigation, and after taking a took at the service 
side of the picture, appear to be valid criticisms, under the directions 
of the Office of Secretary of Defense the military departments will 
proceed to remedy those situations that are found to be bad. We 
will also undertake to issue new policies so as to give them better guid- 
ance on some of these points. 

Have I not made that sufficiently clear to you, Mr. Whitten ? 


LEGAL ACTIONS TO RECOVER FUNDS 


Mr. Wuirren. I think you have. 

How many legal actions has the Department of Defense taken 
during your tenure to recover through suit on the part of the Govern- 
ment funds that might be paid out under conditions that exist in 
this report? Have there been any suits instituted against any com- 
panies, and if so, I would like to have them listed in the record at 
this point. 

Mr. Prxe. I do not have direct knowledge of that myself. 

Mr. Wuirren. I would like for the record to show that information, 
if you do not have it at the tip of your tongue. I would like to have 
the record show if there have been any actions instituted, any cases 
filed on the part of the Government, the amount involved, and the 
name of the defendant company, and in cases of settlement, I would 
like for you to show the amount. 

Secretary Witson. We would have to look into the records to do 
that. 

(The information is as follows:) 

An examination has not revealed any legal actions to recover through suit 
on the part of the Government funds that might be paid out under conditions 
that exist in this report. 

Suit by the Government against a contractor would normally arise out of a 
“fraud” situation. Assuming there were abnormal profits, these would be picked 
up during the redetermination of the contract or by the Renegotiation Board. 

Mr. Wurrten. I would like to say what is in this report should not 
be accepted by the Department of Defense, or others as being isolated 
instances of things that exist. This report is a spot check of the 
things investigated, and that being true, it would lead to the con- 
clusion that it is a general condition rather than these few isolated 
instances. 

THE RENEGOTIATION BOARD 


Mr. Suepparp. In the general discussions, Mr. Secretary, I want to 
compliment you for your responses, even though I might not agree 
with all of them. Nevertheless, you have given the answers as best 
you can. However, the report in general is rather indicative of the 
fact, if it is a proper and honest report, which I think it is, that there 
have been some unconscionable profits derived. 
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Now, we have a matter of law, the renegotiation act. It was ex- 
tended for 2 years, which I understand makes its terminal December 
31, 1956. 

Would it fall within the purview of your office and authority in out- 
standing cases where there is a continuity of contractual associations 
by and between your Department, or the Government, and any re- 
spective departments over which you have cognizance, of referring 
some of these cases to the Renegotiation Board for the purpose of 
recapturing exorbitant profits ? 

Mr. Strempter. As you know, the Renegotiation Board is an inde- 
pendent executive agency of the Government. 

Mr. Suerparp. It is a part of the United States Government, how- 
ever. 

Mr. Stempter. Yes. I wanted to make clear it is not an integral 
part of the Department of Defense; it is a separate executive agency, 

Mr. Sueprarp. You will have to talk louder, I am sorry. 

Mr. Srempter. The Renegotiation Board is not an integral part 
of the Department of Defense; it is an independent agency. 

Mr. Suerparp. That is correct. 

Mr. Stempier. We do work with that Board and supply it with 
the information and records it needs when it renegotiates Government 
contractors who have dealt with Defense. 

Mr. Sueprarp. Is it or is it not the Renegotiation Board’s function 
to renegotiate contracts that are made by and between contractors in 
a civilian capacity in the Federal Government ? 

Mr. Stemecer. I am afraid that I do not quite understand what you 
mean. 

Mr. Pre. I do not believe so. It is my understanding of their fune- 
tion they renegotiate, as their title indicates, with corporations that 
have done business with the Department of Defense. 

Mr. Sueprparp. A corporation is no different from a contractor or a 
company under the law, under the interpretation of the -act. 

Mr. Prxe. That is correct. 

Mr. Suerparp. What is the answer to my question ? 

Mr. Stempter. The answer is they do renegotiate defense contracts. 

Mr. Suerrarp. That is correct. If they function in that capacity as 
a governmental agency, what is the line of demarcation, iawaite speak- 
ing, because you are an attorney and I am not, between their functions 
and hypothetically and reference to the FBI, which you people fre- 
quently make, as I understand it. 

Mr. Pixs. In that context, there would not be any difference. 

Mr. Suerparp. What would be your reluctance, if you have any, 
to referring cases of unconscionable profits, as reflected in this report, 
to the Renegotiation Board for corrective purposes? 

Mr. Pixr. None. 

Mr. Wuirren. Would it be in line to ask them also to list here in 
connection with your question a list of the cases where they have so 
referred, if any? 

Mr. Suerrarp. Yes. In other words, you have not had time as 
yet, I assume, because of the length of time this report has been in 
your hands—and I am talking about the Secretary of Defense and 
your entire staff—to reach certain determinations on procedure. 
However, I am pointing my inquiry to the fact is it a part of the 
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obligation of your office, as you legally interpret it, to refer these 
cases to the Renegotiation Board? You can give me your legal an- 
swer to that. : 

Mr. Gotpen. We have no hesitation and no reservation whatsoever 
about referring to the Renegotiation Board cases that come to our 
attention where we think a profit is unconscionable. We have to my 
knowledge reported such cases in the past. Many of these cases are 
on the subcontractor level, where we do not have a direct relationship 
and we find that the profits are exorbitant. In a few rare cases we 
are in a position where we have to make a very essential procurement. 
\Ve feel we may be taken in as to price by the contractor, but we have 
to go ahead. We would have no hesitation whatsoever in referring 
that matter to the Renegotiation Board. 

In a similar vein I would like to point out there is the closest type 
cf liaison between the Renegotiation Board and the Defense Depart- 
ment and each military service in the Defense Department. This 
liaison is not only at a high level, but in the field level as well. The 
Renegotiation Board gets an evaluation from each military depart- 
ment as to how it thinks a contractor is doing qualitywise and per- 
formancewise. Similarly, we have no hesitation about volunteering 
io the Renegotiation Board any kind of information that will help 
them in arriving at a conclusion as to whether overall profits were 
exorbitant. 

[ would like to clear up one point for the record. 

The Renegotiation Board does not renegotiate each contract, con- 
tract by contract. The Board takes a fiscal year. It looks at the 
man’s total renegotiable business, which is normally his governmental 
business, defense, plus atomic energy, plus a few others. It arrives 
at a result based on an overall fiscal year basis rather than a contract 
by contract basis. 

Mr. Suepparp. Plus the fact that whenever a specific division of 
the Government, and I will use the Air Force as an example, calls 
their attention to a contract that looks as though it might require 
renegotiation, they then deviate from the year concept; do they not? 

Mr. Gotpen. They do not. 

Mr. Suepparp. That is not in accordance with what they have testi- 
tied before the Congress. 

Mr. Gorpen. I do not know whether that is in accordance with what 
they have testified, but they deal on an overall fiscal year basis. 

Mr. Suepparp. I do not think the law spells it out on that premise, 
if I may take exception to your comment at this moment. I believe 
the Renegotiation Board was established under the law for the pur- 
pose of renegotiating contracts without a stipulated time element 
involved. Am I correct or incorrect? 

Mr. Gowen. I am sorry to say I do not think you are. 

Mr. Sueprarp. Allright. I could be wrong. 

Mr. Manon. Why not submit excerpts from the law? 

Mr. Gotpen. I will be glad to. 

Mr. Manon. And other documentation. 
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(The information referred to is as follows:) 


OFFICE OF THE SECRETARY, 
Washington, February 24, 1956. 


a ——_poAp 2 cee 


Congressman GrorGE H. MAHON, 
Chairman, House Subcommittee on the Department of Defense Appro- 


| 

: 

4 

| DEPARTMENT OF THE AIR FORCE, 
1 

: 

priations. 


4] Dear Mr. CHAIRMAN: At the hearings on Tuesday, February 21, Congressman 
dod Sheppard inquired as to the manner in which renegotiation was accomplished, 
; | that is, whether on an overall fiscal year basis or on a contract by contract basis. | 
Enclosed is an excerpt from the Renegotiation Board regulations which quotes 
| the applicable provision of the Renegotiation Act of 1951 and explains it. As will 
i be noted from the regulation, the Board’s interpretation of the law is that it is | 
required to renegotiate (a) on a fiscal year basis (or such other period as may , 
| be fixed by mutual agreement), and (0) on an overall basis unless the contractor 
and the Board agree that renegotiation be conducted with respect to its contracts 
separately. The Board cannot force a contractor to renegotiate on a contract by 
contract basis. 
The Renegotiation Board advises that its practice, in general, is to renegotiate 
on an overall fiscal year basis. 
If there is any further information desired, please do not hesitate to call on us. 
Sincerely yours, 





“ 
Tela 


‘ 


JAMES H. DouGg.LaAs, 
Under Secretary. 


Part 1457. FiscAt YEAR BASIS FOR RENEGOTIATION AND EXCEPTIONS 


1457.1 Fiscal year basis for renegotiation.—(a) Statutory provision.—Sec- 
tion 105 (a) of the act provides in part as follows: 

The Board shall exercise its powers with respect to the aggregate of the 
amounts received or accrued during the fiscal year (or such other period as may 
be fixed by mutual agreement) by a contractor or subcontractor under contracts 
with the departments and subcontracts, and not separately with respect to 
amounts received or accrued under separate contracts with the departments or 
subcontracts, except that the Board may exercise such powers separately with 
respect to amounts received or accrued by the contractor or subcontractor under 
any one or more separate contracts with the departments or subcontracts at 
the request of the contractor or subcontractor. 

(b) Application of statutory provision.—This provision requires the Board 
to renegotiate on a fiscal year basis (or such other period as may be fixed by 
mutual agreement). It also requires that renegotiation be conducted on an 
overall basis unless the contractor and the Board agree that renegotiation be 
conducted with respect to its contracts separately or as two or more groups. 
Generally, renegotiation will be conducted on the basis of the amounts received 
or accrued by a contractor from its renegotiable prime contracts and subcon- 
tracts for a fiscal year. Under this method, excessive profits are determined by 
examining the contractor’s financial position and the profits from such prime 
eontracts and subcontracts taken as a whole for a particular fiscal year rather 
than on an individual contract basis. This avoids problems of allocation of 
costs and profits to each prime contract and subcontract, allows the contractor 
to offset the results of one contract against the results of another, and simplifies 
administration. Any other procedure may be employed only if authorized by 
the Board pursuant to these regulations. 


a Mr. Suepparp. The reason that I addressed my inquiry to the Sec- 
retary is because of the fact that the major portion of this operation 
re) has been directed to you, sir, and your associates for responses. I 

: thought it was only fair in turn to call this particular thing to your 
attention, realizing the fact, of course, that the military branches do 
send up their renegotiation suggestions to the Board. That has been 
done by all three services, if my information is correct. However, now 
Be it becomes somewhat of a problem since that is within your jurisdic- 
Py tion. I was motivated to ask the question because while there has 
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been considerable stress in this examination placed upon the fact of 
the excessive profits, so on and so forth, some of it may fall within the 
recapture category of the Renegotiation Act and some may fall within 
the legal scope of the Department of Justice. That remains to be 
developed, but to the degree a continuity of contracts are being pur- 
sued by and between the Government and X contractor, I can see no 
inconsistency in your department, the legal division, or whomever 
you may designate, calling to the attention of the Renegotiation Board 
the idiosyneracies that are presently being developed here, and have 
been complained about, as it were. 

Secretary Wirson. I have not talked to the legal side of the family 
but I would see no reason why we should not take the part of your 
staff’s report that deals with profits and in any specific instance refer 
it directly to the Renegotiation Board. 

Mr. Suepparp. That is right. 

Secretary Witson. I think that would be proper. Let us say that 
is going to be done. 

Mr. Rensetan And the answer is, so far as these cases appear to 
your legal department and fall within the category of the functions 
of the Renegotiation Board, they will be submitted to them for their 
consideration and function? 

Secretary Witson. That is right. 

Mr. Wiccteswortn. Mr. Chairman, I am not clear as to the under- 
standing with respect to those questions which Mr. Whitten asked 
based on material which is not in the investigator’s report, and which 
he at the moment was unable to identify. Is my understanding cor- 
rect that those questions will only appear in the record providing that 
sufficient information is placed in the record to enable the Depart- 
ment of Defense to identify the items, and also to reply on the record 
to each item cited ? 

Mr. Manon. I was troubled by the nature of the questions when 
they were asked, the questions to which you refer, and I think before 
the record is printed we will have to confer among ourselves and 
with the Department of Defense and work it out in a way that will 
be fair and equitable. I am not sure just how that can best be 
done, but I think that it can be handled without difficulty. 

Mr. Wiecieswortn. I would like to have the record show, Mr. 
Chairman, as far as I am concerned, that I think it is very unfair to 
the other members of the committee, and to the Department of De- 
fense, for the questions to appear on the record unless the information 
that I have referred to is included. I think that dates, places, names, 
und other details necessary to permit identification and reply should 
be included. 

Mr. Manon. I think that we will have to have some sort of meeting 
amongst ourselves and later report to the Defense Department in 
order to work this thing out. I realize that the gentleman raises a 
pertinent question. 

Mr. Wuirren. I take it from what I have heard that this has ref- 
erence to the question that I asked about the specific things ’ 

Mr. Manon. Yes. 

Mr. Wuirren. I serve on this committee, too. I have not served 
as long as my friend from Massachusetts, but do I understand it is 
not possible for a man to ask questions about things that he has heard ? 
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I never knew that there was any limitation on an individual member 
asking a witness from any department with reference to any matter 
that he has heard, must less some written indication of it. 

Mr. Miter. I think I will fully agree with my colleague, that he 
has a right to ask the questions, but I think in fairness to all con- 
cerned, and for the record, they tend to cloud the issue. In other 
words, my colleague should point out the particular contract. We 


do not care where he gets his information. We could then ask the 


Defense Department to tell us about that contract. 

Mr. Wurrrten. I will certainly make every effort to do that. TI have 
the name of the man who was supposed to have had the contract, 
and I think that I can make it available to Mr. Sheppard as chairman 
of the panel, and I will try to. 

However, short of that, I think it is clearly in line with our respon- 
sibilities, and with general procedure, to ask about those things even 
if I heard it in a general way, because all the Department of Defense 
has to say is that they have no knowledge of it, it is not in line with 
their intentions, it is not in line with their policy. 

I cannot see that there is any-such restriction on a Member of Con- 
gress that you have to be able to prove your case before you can ask 
a question about it. Ido not think that is in line at all. 

Mr. Mitier. I do not suppose running as big a business as they do 
that they are in a position to categorically deny these things might 
not be so until they have an opportunity to check. As T understand 
it, they say it is not in their policy at all and they do not approve of it. 
How are we going to know whether it is so or not unless some guide- 
lines are given to the spot where it is supposed to have happened? | 

Mr. Wuirren. I said then and I will say it again now that T expect 
to ask this subcommittee to have an investigation to see if other ex- 
amples similar to the one reported to me do exist, in which case we will 
have it pinpointed, as we have these illustrations in this report. 

Mr. Deane. A point of order and off the record. 

(Discussion off the record.) 


ROTATION OF PROCUREMENT OFFICERS 


Mr. Rirry. Mr. Secretary, I have a very high regard for the men 
in uniform in the services. I think that we have just as capable men 
there as you will find anywhere. I find in reading this report there 
are rather frequent reassignments of your procurement officers. I 
wonder if you would comment on what effect you think that has on the 
efficient functioning of the procurement program. 

Secretary Wirson. We think long continuity on the job is helpful. 
We are working in that direction and making some progress. Our ob- 
jective is about 4 years on the same job. Sometimes it does not work 
out that way. A man will die, or there will be a job open with more 
responsibility and we will promote him to it. 

It is like any other business. Up to 5, 6, or 7 years it is good, but 
after that you know sometimes people get into a rut and a change is a 
good thing. But a change made every 5 or 6 months or a year is no 
good. We all know that. So we are doing the best we can about it. 

Mr. Rirtry. Do you think that vou are going to be able to work out 
a program that will approach a fuller tenure of assignment ? 
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Secretary Wiison. Yes; we think that we can work out an arrange- 
ment toapproach that. That is our objective. 

Mr. Ritry. What effect would you say these frequent assignments 
of your procurement officers have on the civilian personnel that are 
in that particular operation ? 

Secretary Witson. I do not think that it affects them too much. 
The length of tenure of the civilians is an important matter just the 
same as the military. They are all good Americans whether they wear 
uniforms or not. If they are experienced in the job they do better than 
if they are amateurs. 

Mr. Rivey. That may be true, but a new procurement officer may 
change the policy to a certain extent, or interpret it differently from 
the other fellow and they have to adjust themselves to that difference in 
thinking on the part of the officers. 

Secretary Wiison. Usually that isa plus. The new fellow comes in 
and tries to do better. If he is changing it for the worse, the people 
will point it out to him. 

Mr. Ritey. These people, Mr. Secretary, are going up against in- 
dustry, or people who have been in industry all of their lives and are 
certainly better acquainted with the pr oduct under discussion and all 
of the ins and outs of it. To me it is rather an injustice to some of 
these very able people. I think that they are able, but I think with a 
longer tenure and with longer experience they would be able to give 
us a better operation. 

Secretary Witson. What are you suggesting, for example? 

Mr. Rutry. You have had far more experience in that than I. I 
thought possibly you had some suggestions in regard to it. 

Secretary Witson. I personally think that if we could get it up to 
4 years it would approach a good length of tour. I think that you 
would get. a good effective result out of it. 

Mr. Rirry. I think that you would cure a lot of the ills we have if 
people were allowed to stay in there longer. 

Secretary Witson. We had a meeting ‘yesterd: ay with a whole group 
with that objective in mind—what can we do in both the military and 
the civilian to get longer tenure of office and get people in the right 
place and step up progress in that area. I am sure that it is a good 
thing to do. 

Mr. Rirey. I agree with you thoroughly. I was very much im- 
pressed this morning when you said that it was a matter of judgment. 
[ think it is a matter of judgment based upon experience to a large 
extent. 

Secretary Witson. You have to have some experience in order to 
exercise good judgment. You can be born with good judgment but 
you have to have experience to back it up. 

Mr. Ritry. I would agree with that thoroughly. I hope that you 
can increase the assignment period of these procurement officers, and 
I think if you do you will cure a lot of the ills that we are running into. 


SAGE AND DEW LINE PROGRAMS 


Mr. Deanr. Mr. Secretary, we on this side of the table, and you 
on that side, I assume, are just as anxious and just as eager and honest 
to find out just what the problems are. T would not feel, as you said 
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you felt, both sad and mad, because I think that you have done a good 
job in handling the many details that you have been presented with. 

I am not trying to hand you a bouquet. This report has been 
evolved by long-time career people in the Government service. I 
would just accept it for what it may be worth, and all of us working 
together might find an answer to these problems. I think that this 
committee will certainly back you up. 

I ask, Mr. Chairman, that we incline in our hearings the screened 
summary of findings and recommendations on the semiautomatic 
ground environment system and the distant early warning system 
appearing on pages 2, 3, 4, and 5. 

Mr. Manon. We have a letter from the Defense Department re- 

uesting us not to try to publish the report of the committee on the 
Sage program. 

Mr. Deane. If that is true, that is all right with me. The ques- 
tions that I am going to ask concern those programs. 

Mr. Manon. A letter from Mr. McNeil in part says: 

With respect to the report on SAGE and the distant early warning system, it is 
the opinion of the Department of Defense that most of the information con- 
tained in this report should remain classified. It is our recommendation, there- 
fore, that this report not be declassified except for section 5, pages 45 to 71. 
With the minor amendments already indicated to your committee, section 5 
of this report may be considered unclassified. 

It was stated that the other reports, after they had screened them, 
at our request to determine whether they could be declassified, could 
be placed in the record. 

Mr. Deane. The questions I had in mind involve pages 2, 3, 4, and 5. 

Secretary Witson. May I comment on your opening remarks? On 
the basis that you put it. I was willing to assume also that the mem- 
bers of the committee were statesmen, and secondly, when I said that 
I was sort of sad and mad, it was not at the committee report, it was 
what I had to deal with. 

Mr. Sueprarp. Just a natural inclination, sir. 

Mr. Deane. Since the SAGE and DEW line programs have been 
entered into on a crash basis—and I take that from the investiga- 
tors report at the bottom of page 5—what specific safeguards have 
been taken to prevent excessive costs of major equipment ? 

Mr. Dovetas. I do not feel sure of your observation. I question 
very much whether, as I understand the word “crash,” which pro- 
duces a good many controversies, it is proper to say that these pro- 
grams were entered into and are being carried on on a crash basis. 
T think that they have been carefully planned to be carried out 
in an orderly manner. 

Mr. Manon. Is there anyone else in the Department of the Air 
Force who can answer the question better than you? 

Mr. Dovetas. I think so. 

Mr. GotpeN. Your question is very broad and can be answered in 
several ways. 

Mr. Deane. You make it specific. 

Mr. Goupen. Yes. In the first place, you have SAGE and the 
DEW line. The DEW line in particular is a package type of con- 
tract. Western Electric is given complete responsibility for com- 
ing up with an air-defense weapons system, so to speak. They have 
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in the DEW line project most of the dollars in that program. They 
have a time limit within which to do the job. By a certain date 
the package must be complete and working. To that extent we have 
a time limit on the program. 

What controls do we have in terms of seeing to it that we get 
the right equipment at the right prices? Recognizing that SAGE 
and DEW line and one other up in Alaska are part and par- 
cel of a complete over all air defense system, we first set that up as 
a separate project in the Air Force with a separate office that 
supervises the complete program. That office is separated physically. 
It is in New York City, adjacent to the Western Electric office. 

Now, because we gave Western Electric this large and this grave 
responsibility did not mean that we walked away from the project. 
We have very normal and very tight control of expenditures by 
Western Electric. For example, these are cost- plus contracts, I 
think that I should make that clear, and in that area our control 
is extremely tight. 

Secretary Witson. You mean 

Mr. Go.peNn, Cost-plus-a-fixed-fee contract. I am sorry, Mr. 
Wilson. 

In that area we have specific contractual provisions which con- 
stitute controls. For example, every cost-plus-a-fixed-fee sub- 
contract placed under that prime contract, ue every contract over 
$25,000, must be submitted to the Air Force for approval. We 
have specific controls over all construction work in the sense that 
we have an installations group that works with Western Electric 
and with its construction subcontractors to see to it that the de- 


signs and engineering is worked out right. 

“We do have a very basic problem in terms of not only cost but 
design. Western Electric, and this is one of the reasons that we 
picked them, are engineers. This entire project is being engineered 
at the same time they are building. We have a mandate to have 
that system ready by a certain date, which we need not mention, 
and this requires the best contractor for the highest pene ae 


I would like to advert for a moment to your own staff report. ley 
think our selection of Western Electric for this job was a sound one. 
I think they referred particularly to SAGE in that respect. 

That is the story with regard to the DEW line in terms of the exten- 
sive controls that we have. 

In addition to that, we have audit controls. For example, the Navy 
has audit cognizance for that particular contractor, the Western 
Electric Co. 

Mr. Deane. Suppose that you furnish for the record any additional 
information you want to. I do not want to prolong the hearings. 

I would like to refer now to page 5 of the report. It says: 

Under present contract arrangements Western Electric is receiving a fixed fee 
of $11,970,000 for an estimated contract cost of approximately $272,500,000, or a 
fixed fee of 4.2 percent. These arrangements differ in scope from the construc- 


tion operations under the SAGE project. Time did not permit an evaluation of 
the difference in scope. 


I will now read from page 4. 


In negotiating for the anticipated substantial increase in the number of pro- 
duction units required to equip the many radar sites— 
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And this refers to these digital computers— 


the fixed fee of 6.45 percent on the current production contract should be 
reevaluated. 

My question: What is the record on rate negotiations ? 

Mr. GotpEN. You really stated two questions there, one on the prime 
contractor and one on the major equipments that are being purchased 
direct from certain companies. In the profit rate negotiations for the 
DEW line, I noticed no criticism in your staff report. As they point 
out, Western Electric asked for more in terms of profit rate. Our 
people in the field did a good job of negotiating them down. Here in 
Washington, because this was a large contract, we also took a look at 
it and we further adjusted that rate downward. We established some 
principles. We thought we ought not to look at this type contract as 
we look at an aircraft. We recognized that there were huge chunks 
of it to be subcontracted out to construction contractors. We there- 
fore established a pattern of one fee rate applied to the intimate work 
being done by Western Electric—the design and engineering and that 
sort of thing, and a smaller rate—that happened to be half the first 
rate that I mentioned—for the construction work. It turns out that 
the average is 4.3 percent. We feel that this isa fair rate. I do not 
think the contractor has expressed any dissatisfaction with the fact 
that it is lower than he thought it should be. 

Mr. Deane. You do not agree with the findings of the report that 
this 6.45 percent on the current production of the digital computers 
needs to be reevaluated ? 

Mr. Goutpen. I did not answer that question. I only answered 
the DEW line rate. I agree completely with it. 

Mr. Deane. Let us move on by saying that you are in the process 
of reevaluating. 

Mr. Gotpen. For future production orders we are looking at all 
the major equipments because we are getting into volume production 
on them. 

Mr. Deane. Are the SAGE and DEW programs actually on 
schedule now ? 

Mr. Gotpen. We are satisfied that the DEW line is actually on 
schedule. As far as SAGE is concerned, there have been, as the 
staff report indicates, some slippages in the complex major equipments 
that you mentioned. 

Mr. Deane. What has caused the slippage? 

Mr. Gotpen. When you start off with these things, as in the case 
of the kind of missiles Secretary Wilson previously mentioned, they 
have never been built. People made their best estimates of how long 
it would take. They were optimistic and made ambitious estimates; 
they had to be because of the time elements involved. We have found 
that certain of these major equipments required further engineering 
to avoid rework later at a much greater cost 

Mr. Deane. You mentioned the fact that there was a termination 
date on the contract; is that right? 

Mr. Gotpen. Yes; a specified date. 

Mr. Deane. Are you running into any problem of liability that 
may be caused in the delay of the program? 

Mr. Goitpen. No; we are not. There is no question of liability, 
These are cost-plus-fixed-fee contracts. 
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Mr. Deane. If it goes beyond the date of the contract, what is the 
liability of the Government ? 

Mr. Saute Which contract are you talking about ? 

Mr. Deane. Any of them. 

Mr. Gotpen. If you are talking about the DEW line contract, there 
is a date for completion. The obligation is on the contractor to com- 
plete on time. ‘There is no indication of slippage. If it goes beyond 
that, I do not believe there is any liquidated damages clause in the 
contract, but we can technically terminate for def ault if slippage is 
the fault of the contractor. We will have the obligation to pay any 
additional incurred costs which we will necessarily incur if he goes 
beyond the target date that we are shooting for. 

Mr. Deane. This is the final question : 

On page 5, Mr. Wilson, there is a paragraph indicating the amor- 
tization period, and it is mentioned here that enabling legislation 
is needed. I recall that came up once before. I assume that those 
recommendations are being carried out other than those mentioned 
in the particular report. 

Secretary Witson. That is correct. It is very important we get 
that straightened out promptly because the contractor is going ahead 
with a limitation, and the Comptroller General agreed with that up 
to a certain time. That time will run out pretty soon now, so we 
must get it straightened out in a practical way. 

Mr. Deane. You feel that you have an important time element 
involved. 

Secretary Witson. Yes. 

Mr. Deane. That is all, Mr. Chairman. 

Mr. Manon. Mr. Wigglesworth. 


ACTION TAKEN TO IMPROVE PROCUREMENT METHODS 


Mr. Wicetesworti. Mr. Chairman, I would merely like to observe 
that I am confident that everyone on both sides of this table has 
exactly the same objective—we all want efficiency and economy. The 
Secretary has told us that the investigators’ report will be helpful 
to thisend. I hope it will be. 

I think it is fair to observe, however, that a part of the material 
in this report refers to matters which took place prior to the time 
when Secretary Wilson took over. 

I think it is also fair to emphasize the statement on page 2 of the 
report which has already been referred to. I quote: 





No attempt is made in this report to elaborate on the accomplishments of the 
three military services in improving their procurement methods and techniques. 
While such progress has been substantial in the past 3 years, no useful purpose 
would be served by documenting those results in this report. The specific 
objective of this report is to point out those areas which warrant increased 
attention to improve the effectiveness of the buying program for major dollar 
procurements. 

I think this committee knows the tremendous problems which 
Secretary Wilson inherited in taking over this worldwide organi- 
zation, comprising some 4 million people. 

I think the committee also recognizes the tremendous progress that 
has been made since he took over the job. 

It is reflected in a reduction in expenditures by about $10 billion, 
in a reduction in appropriations by about $11 billion, in a reduction 
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in unexpended balances by about $25 billion, and in a reduction in 
unobligated balances by about $8 billion. 

It is reflected in many other ways. 

Two years ago I asked the Department of Defense to furnish for 
the record a statement showing the steps that had been taken in the 
direction of economy and efficiency. That statement was furnished 
and to my mind it was very impressive. I made a similar request a 
year ago and a second statement was presented which was also 
impressive. I made a similar request sontiee in these hearings, and 
the committee has been promised that a further statement will be 
furnished. 

I would like to ask, Mr. Chairman, that there be furnished in 
connection with the hearing today a statement by the Department of 
Defense and by each of the three services, indicating the steps which 
have been taken since Secretary Wilson took charge of the Depart- 
ment of Defense, serving to improve procurement methods and tech- 
niques so that the other side of the picture may be reflected. 

Mr. Manon. Mr. Wigglesworth, would you have the idea that such 
statement should appear at this point in the record ? 

Mr. WiceLeswortu. That would be my desire, if possible. 

Mr. Manon. Can that be provided ? 

Mr. Prxe. We have the first step toward that reply here. I have 
statements from the Army, Navy, and Air Force of their position in 
the picture and each one of them give histories on the matters which 
have been brought up in the committee report. 

Mr. WieeLeswortn. What I have in mind is merely a summary of 
the steps which have been taken with a view to improving procurement 
methods and techniques. 

Mr. Manon. But not relating specifically to this? 

Mr. Pixr. From the three separate services ¢ 

Mr. Manon. The staff can work that out with the Department of 
Defense. 

Secretary Witson. What you are talking about are the moves we 
have made to improve the whole picture, based on our experience and 
things that happen which stir us up. We find out something and do 
something to correct it just like we are going to try to take advantage 
of this report, and anything that is uncovered that we can profit by, 
so we do not make the same mistakes again some place or, we hope, 
not very many of them, anyway. 

(The information was not received in time for printing and will 
be printed in the volume on Office of the Secretary of Defense.) 


FUNDING OF PROJECTS 


Mr. Wice_esworrn. Mr. Chairman, that is all IT have. 

Mr. Forp. Is there any monetary benefit to a contractor to have a 
project under research and development or under procurement and 
production ¢ 

Secretary Wirson. I am not conscious of that but there are other 
factors that come into it, like the advances we might make on inven- 
tory under production contracts. However, I am not conscious that 
there is much difference. 

Mr. Hiecrns. I would think, Mr. Ford, that it gets into different 
categories. Usually, when we start out, we will say that the basic re- 
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search has been going on, and that work is under contract all by itself. 
It might be with a firm, or it might be with a university, or it might 
be anyone of that kind. Then, as we get toward a mockup or pilot- 
line production, we still are pretty much in a gray area as to quantity, 
or how much it will take, or how it is coming out. Once we get it 
through the pilot-line production, and it is ready for sti indardization, 
and it has in the meantime generated some additional requirements, 
then we get into procurement. 

Secretary Witson. On your research and development contracts 
there is no way of having incentive-type contracts. You have to have 
a fixed-fee contract. It is a cost-plus-fixed-fee contract. Then, de- 
pending upon the relative importance and priority of it, you have a 
vood bit of information from your contractor as to how fast he 
obligates money. If it is a very high priority project, you may au: 
thorize a lot of overtime and what sometimes is referred to as a “erash” 
program. 

In other cases it is a much more normal, extended development. 

Mr. Forp. However, there is no monet: iry advantage to the con- 
tractor to have it under one heading or the other? 

Secretary Wisson. I think the general practice is to provide the 
kind of contract that works out for the best interest of the Govern- 
ment in each case. 

We had a discussion about it this morning on this gray area between 
research and development. I attempted to cl: arify the thing some- 
what by telling you about the general supervision and review of the 
two types in the Defense Department. I have 2 Assistant Secretaries, 
1 on research and development and the other 1 on what we call applica- 
tions engineering, for want of a better term, which involves border- 
line items where you flip over and start to use procurement money for 
2 number of items, but you have still not programed them into the 
active military services. ‘Those are the ones where we are on that 
borderline and those are going to be supervised more by the applica- 
tions engineers. That is getting into the area where we are trying 
to produce specific things which we hope later to put into a broader 
procurement contract. So, we get some more supervision of what you 

call this caleulated risk business and the priorities and the speeding 
up of the whole business. We are trying to get a better hold of it all 
the time, because we are spending a ‘terrific amount of money. One 

‘an go at these things in two ways: 

One can say: “Well, here we have got a job and we have got to 
achieve it for the secur ity of the country, and we are going to let 
nothing stop us or stand in the way.” Then you have the other type 
of more orderly development. The research program itself is very 
hard to supervise. If you knew exactly what you were going to do, 
it would not be research. So, you have to give some people some 
latitude to imagine and think and test various kinds of things with 
the hope they will get what we call a breakthrough and some added 
knowledge so you can then start to design a product. 

Mr. Wuirren. I would like to refer to page 33 of the report (p. 25 
of this hearing) where it states and points out where some saiaess 
contracts have been allowed to run for not only 1 or 2 or 3 years, but 
often 3, 4, or 5 years, without a single production unit being comple ted. 
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During all this time the contractor is operating without risk on ad- 
vance payments or progress payments for materials or bills of 
materials. No damages are assessed and no penalties are incurred. 

Production schedules are modified practically at will. 

I mention that as giving some idea as to what might be the difference 
A between a research and development operation as against a firm con- 
‘ tract. 

: Mr. Forp. That is why I asked the question, and if the investigator’s 
report is accurate, I think we ought to have a statement in complete 
‘ answer to those charges. 

Secretary Witson. You are talking about an area where you cannot 
just consider money. The question is, Are you making any progress, 
how important is it, and do you still hang on in the hope that you 
4 will finally get somewhere with it? It is like drilling for oil. You 
start to drill and you still have not struck oil, and the question then 
is whether to drill further or to quit. 

Mr. Forp. I would like to say that as far as the Army is concerned, 
it has been my observation in the last several years that as a result 
of the inauguration of the Army Supply Management School, I think 
we have had some practical tenets in the better handling of 
Army contracts. I do not believe we can achieve the ultimate over- 
night, but I think it is a good course, and it ought to get some recog- 
nition. 

I have one final request: It is my clear understanding that wher- 
ever in the record an extract is taken from the investigator’s report 
that the Department would have an opportunity to present in orderly 
fashion their response to and the action they have taken; is that 
correct ? 

Mr. Manon. As IT understand it the departments are preparing 
responses to the various questions raised in the reports and those re- 
“ sponses will be printed in connection with this hearing. Of course, 
| we want to see these reports first and determine whether it would be 
practical to put these excerpts at each point where a question is raised. 
Maybe, the question will have been raised several times. I do not 
know. However, I think we want to work it out in such a way that 
it will be logical and helpful to the people who want to find out what 
the truth of the facts are. 

Mr. Forp. My only concern is that if you have on page 10 a state- 
ment alleging certain things to be true, and then on page 100 you have 
the answer, the press and others might conceivably come to the wrong 
conclusion without having the full information. 

Mr. Manon. I realize that there is that danger. 

It certainly ought to be easy to find the answer to the question 
that is raised. 
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CONGRESSIONAL REQUESTS FOR INFORMATION 


Mr. Miter. Mr. Secretary, there is just one point that I would like 
to touch on briefly, and that is apparently one of the delays in getting 
the necessary information for the staff was indicated by the fact that 
your Department is under a very heavy burden of supplying informa- 
tion to congressional committees. You made some reference to, per- 
haps, this being a particularly important committee and that some 
priority might be given to it. Of course, we think it is a very im- 
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portant committee but most committees of Congress share that same 
view about themselves. 

As I understood it, you said that at the moment there are some 80 
committee investigations involving the Department. 

Secretary Witson. Yes, of major and minor importance and some 
of them are being carried on by the same committee. I think you 
mentioned another one coming along that involves this committee; so 
we would call that two. Those two would involve this report here, 
and this other matter that the Congressman referred to, and we would 
call that two investigations. 

Mr. Manon. Off the record. 

(Discussion off the record.) 

Secretary Witson. Of course you do not have 80 committtees in 
the House and Senate. 

Mr. Manon. I think that figure of 80 is rather confusing unless 
you elaborate on it and tell what you mean. Will you please list 
several of them so we may understand it? 

Mr. Mixxer. On that question, Mr. Chairman, what I was going to 
ask, and I think it might help, although the fact is that I am the 
last person in the world to believe in curtailing congressional investi- 
gations, but when you have two bodies of the Congress and numerous 
committees and numerous subcommittees, it has been my experience 
very frequently they overlap. I think you, Secretary Wilson, said, 
more or less humorously, that maybe we should increase the payroll of 
the Department by about $1 million a year to employ people to supply 
this information. It occurs to me that in this modern age that it 
would be, perhaps, constructive and helpful to both the Congress and 
the various Departments of the Government if there were some way 
we could by legislation streamline our investigations, not with the 
idea of cutting them down, but getting more meat out of them. With 
that thought in mind it might be helpful if in this record we could 
have a list of the investigations which are pending right now in the 
Department of Defense and what the objective is of each. 

Perhaps the Congress at some time might be able to set up a way of 
streamlining ourselves as well as trying to work out Hoover Com- 
mission plans for the rest of the Government and see if we could not 
pinpoint our investigations so we would not have the same thing 
going on over and over again by differently constituted bodies. 

Secretar vy Wirson. W ell, certainly, that isa problem. I do not want 
to attempt to tell the House or the Senate how they ought to handle 
their business. You mentioned the Hoover Committee business. 
That is the same kind of animal. 

Mr. Manon. It is a more popular animal, though. 

Secretary Wiison. Well, I do not know about that. It did not get 
off to a very good start from our point of view. Everyone got their 
hair upon the backs of their necks, you know, and I had to sort of 
cool everybody down a little bit and get it back on the track. In that 

case we did get Charlie Coolidge and Floyd Bryant and their staff 
to specifically work on the Hoover Commission reports. If we had not 
done that, that problem would still be hanging over us, too. We set up 
few committees, like the Cooper Committee, ourselves before we 
realized we were going to have quite so much benefit of free service. 
We have hired experts in the financial end of it and in the services to 
make reports on how we can do this or that better and all that kind of 








AE eae nip enapite. tee Benen 16 


NO a Rk ae a ae ae Ml hr ne ae = 





, 


7a. , ts nee ie 


190 


thing. I really do not need advice as much I need some doers. People 
who will take the advice and do something about it. That is why I was 
a little mad and sad when I saw there was so much to do and we were 
not getting it done any faster. 

Mr. Manon. Will you list in the record for the information of the 
committee these 80 investigations which are going on? I am greatly 
shocked at that number, and I would like to know what the story is. 

Secretary Witson. Yes, sir. 

Mr. Miter. Mr. Chairman, I would like to broaden my request. to 
the extent of not only the committees of Congress—the House and 
Senate and the subcommittees—but include in the list any legislatively 
created bodies like the Hoover Commission so we can get an idea 
of just what the burden is. I would also like, if it can be done, for 
you to give us an estimate as to how many man-hours are allocated 
to answering these questions. 

(The information requested follows :) 


List OF CONGRESSIONAL INVESTIGATIONS OF DEPARTMENT OF DEFENSE ACTIVITIES, 
JULY 1, 1955, To Fesruary 15, 1956, COMPILED AT REQUEST OF SUBCOMMITTEE ON 
APPROPRIATIONS, HOUSE OF REPRESENTATIVES 


1. General investigation begun in August 1955, into procurement operations, 
procedures, and policies throughout the Department of Defense. Requiring pro- 
duction of reports and records in response to extensive questions and requests for 
information on a variety of specific items as well as general information (Pre- 
paredness Investigating Subcommittee, Senate Armed Services Committee). 

2. Comprehensive review and study of the Navy F3H and J40 and related plane 
research, development and production. Involving the furnishing of detailed rec- 
ords and presentation of testimony at hearings held in October 1955 (Subcommit- 
tee on Military Operations, House Committee on Government Operations). 

3. Broad inquiry into the sale of surplus material by the military departments, 
including detailed comparisons with lists of new purchases. Since May 1955 work 
has proceeded on lists of surplus sales items and new purchases as requested 
from time to time by the chairman and staff of the investigative group (Prepared- 
ness Investigating Subcommittee, Senate Armed Services Committee). 

4. Investigations begun in June 1955 of adjustments made in rentals at Wherry 
Housing projects and a review of sponsors of such projects at various military 
installations (Preparedness Investigating Subcommittee, Senate Armed Services 
Committee). 

5. Inquiry into the award of the construction contract for Wherry housing 
at Ramey Air Force Base, P. R., and general housing conditions at the base and 
in the surrounding area. Detailed reports on both subjects were prepared in 
response to committee requests (Preparedness Investigating Submittee, Senate 
Armed Services Committee) . 

6. Request for a detailed and chronological report on steps taken and efforts 
made by Department of Defense to implement title VII of the National Housing 
Act in order to provide housing for personnel at military installations, together 
with progress reports on housing projects being provided under title VII (Sub- 
committee on Housing, House Committee on Banking and Currency). 

7. Investigative hearing into adequacy of housing for civilian scientific and 
technical personnel at the Army’s Redstone Arsenal, Huntsville, Ala. The same 
inquiry also examined into the award by the Air Force at its Abilene, Tex., base 
of the first contract for military housing under the new title VIII of the 
National Housing Act (Subcommittee on Housing, Senate Banking and Currency 
Committee). 

8. Request for a full report and review of construction standards and criteria 
established by the Department of Defense for permanent-type barracks, and the 
status of the proposal by the Strategic Air Command for construction of a 
standardized barracks (Preparedness Investigating Subcommittee, Senate Armed 
Services Committee). 

9. Detailed inquiry into the procurement and disposition of motor vehicles 
by the military services, including their requirements for reports of stocks on 
hand, past procurement, surplus disposals, proposed procurement, and an 
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analysis of requirements for operation and reserve (Preparedness Investigating 
Subcommittee, Senate Armed Services Committee). 

10. Request for detailed information as to activities by the Department of 
Defense in the development, cost, and uses of titanium and titanium alloys 
(Senate Committee on Interior and Insular Affairs). 

11. An extensive and continuous investigation, conducted since the summer 
of 1955 into the development and production of rocket launchers for the Navy 
and Air Force (Special Investigating Subcommittee, House Armed Services 
Committee). 

12. Investigation and hearings into the proposed disestablishment of San 
Pedro Naval Supply Depot in California (Military Operations Subcommittee, 
House Committee on Government Operations). 

13. Investigation and study into the disposition of funds for industrial re- 
search and development within the Defense Establishment, with particular 
emphasis on the amount going to small-business concerns (House Small Business 
Committee). 

14. Investigation into the procurement by the Navy of life preservers and 
lenses for cinemascope film to determine the opportunity of small-business con- 
cerns to participate in the supply of such items (Military Procurement Sub- 
committee, Senate Committee on Small Business). 

15. Investigation into the procurement of clothing and textiles for the military 
services, and allegations of fraud and bribery in conjunction with certain supply 
contracts in these areas (Permanent Subcommittee on Investigations, Senate 
Committee on Government Operations). 

16. Inquiry into the purchasing procedures of the Army-Air Force exchange 
and the Navy ship stores services (Subcommittee on Government Procurement, 
Loans, and Disposal, House Small Business Committee). 

17. Extensive study into manpower utilization by the Department of Defense 
in the individual military services, involving monthly reports on personnel 
administration and improvements in utilization. Work is continuing on studies 
and reports submitted periodically since last July in response to requests for 
such information by the committee and its staff (Subcommittee on Manpower 
Utilization and Departmental Personnel Management, House Committee on 
Post Office and Civil Service). 

18. Investigation into the modification of international agreements for limi- 
tation of trade in strategic materials in East-West trade. The Department of 
Defense is one of several executive agencies which made recommendations on 
the position to be taken by the United States during the negotiations in 1954 
(Permanent Investigating Subcommittee, Senate Committee on Government 
Operations). 

19. A general study of the military small-purchase program, evamining par- 
ticularly into contract procedures and the operation of the qualified products 
list as they affect small-business participation in the military procurement pro- 
gram (Military Procurement Subcommittee, Senate Committee on Small Busi- 
ness). 

20. Examination into claims of defective construction at three United States 
military installations in France which involve the sending by the Department 
of Defense of a team of experts overseas to obtain accurate answers for ques- 
tions posed by the investigative body (Preparedness Investigating Subcommittee, 
Senate Armed Services Committee). 

21. The Department of Defense was requested to survey civilian and mili- 
tary personnel rolls since 1950 to determine whether retired or resigned em- 
ployees were now engaged in seeking Defense Department business on behalf of 
private employers in violation of Federal statutes. Because of the magnitude 
of such a check, and the fact that records are not kept on the present employ- 
ment of former departmental workers, the requested information could only 
be furnished in certain categories (Permanent Investigating Subcommittee, 
Senate Armed Services Committee). 

22. Investigation into the award of repair work and the administration of 
the contracts by the office of supervisor of shipbuilding, Jacksonville, Fla., 
involving the preparation of detailed material and assembling of historical 
records (Preparedness Investigating Subcommittee, Senate Armed Services 
Committee). 

23. Investigation into contract procedures of the Bureau of Ships, Department 
of the Navy, and the extent to which shipbuilding companies participate in the 
submission of bids and proposals for work (Preparedness Investigating Subcom- 
mittee, Senate Armed Services Committee). 
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24. Investigation and hearings into the difficulties encountered by small- 
business concerns in obtaining business from civil airlines committed to single 
source procurements for planes convertible to military use (Military Procure- 
ment Subcommittee, Senate Committee on Small Business). 

25. Inquiry and hearings into Department of Defense programs and policies 
relating to the machine tool mobilization reserve (Subcommittee on Relations 
ema of Small Business With Government, Senate Select Committee on Small Busi- 
; ness). 
i 26. Extended investigation and hearings into the military aircraft industry 
| and its relations with the Department of Defense (Investigating Subcommittee, 
| House Armed Services Committee). 
| 27. Broad inquiry and hearings into the status of the civil-defense program 
and plans, and recommendations for dealing with civilian defense in the future. 
Requested testimony is being furnished, both by Department of Defense mili- 
tary and civilian employees (Military Operations Subcommittee, House Com- 
Pa] mittee on Government Operations). 

28. Investigatiton into the reservation and use of public lands in the Western 
States for military purposes, and a related inquiry into the question of water 
rights for use in connection with military installations in this same area (House 
Committee on Interior and Insular Affairs). 


| 29. Investigation and hearings into the sale of commercial life insurance to 


Sy military personnel at military facilities and overseas bases, with a continuing 
study into the operation of new regulations established by the Department of 
} Defense to assure uniform procedures in insurance solicitation (Permanent Sub- 


| committee on Investigatitons, Senate Committee on Government Operations). 
30. Investigation which has continued since July 1955 into the adequacy of fa- 
cilities for the transportation of petroleum to the Pacific coast. This involved 


f% the Department of Defense as to the military necessity of an additional pipe- 
line proposal which has been under study (Special Investigating Subcommittee, 
"4 House Armed Services Committee ). 

; 31. A broad inquiry and study into the policies of the executive departments, 

: including the Department of Defense in the furnishing of information on de- 

. partmental activities to the public and the Congress (Subcommittee on Govern- 

: ment Information, House Committee on Government Operations). 

' 32. Investigation into the problems of small business in the aircraft indus- 
try, involving requests for records on concerns producing military aircraft and 
component parts since 1952 (Subcommittee No. 4, House Select Committee on 
Small Business). 

‘ 33. Extensive investigation into the overall security program in the executive 
departments, including detailed studies of directives, procedures, and policies of 

i the Department of Defense in the handling of personnel security problems (Sub- 

| committee on Government Employees Security Program, Senate Post Office and 
Civil Service Committee). 

| 34. Detailed inquiry into the operation of advisory committees and the employ- 
| ment of persons serving without compensation in the executive departments, 
en including the Department of Defense, for the asserted purpose of determining 

; whether there is adequate protection against conflicts of interest between private 


and public responsibilities of persons serving in these categories. Voluminous 
reports were prepared by the Department of Defense in compliance with com- 
mittee requests (Antitrust Subcommittee, Committee on the Judiciary ). 

35. Comprehensive inquiry into all phases of aircraft procurement by the Air 
Force and Navy since July 1, 1950. Extensive reports were prepared and vol- 
uminous records assembled to comply with committee requests for information 
on aircraft development, procurement, and production (Preparedness Investi- 
gating Subcommittee, Senate Armed Services Committee ). 

36. Special inquiry into the employment record of Dr. John Peters, former 
consultant to the Army Surgeon General, and a related inquiry into the general] 
qualifications of security officers in the operation of the personnel security 
program (Subcommittee.on Government Employees Security Program, Senate 
Post Office and Civil Service Committee). 

37. A request for the Department of Defense to assemble and furnish extensive 
documents in connection with forced repatriation of military prisoners and 
displaced persons to the Soviet Union in 1945 and 1946 (Subcommittee To Inves- 
tigate the Administration of the Internal Security Act and Other Interna! 
Security Laws, Committee on the Judiciary (Senate) ). 

38. An inquiry into the manner in which the Department of Defense inves- 
tigates and handles allegations of fraud or other irregularities. A review of 
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voluminous files and records was required in the preparation of information 
requested in this study (Preparedness Investigating Subcommittee, Senate 
Armed Services Committee). 

39. Investigation into the employment policies of the Department of Defense, 
including the request for complete information on all persons serving without 
compensation or engaged as Consultants and experts on a part-time basis. Out 
of a search of departmental personnel records, three large volumes of reports 
were furnished pursuant to committee requests for information. Some parts 
of this information closely paralleled information requested by the Antitrust 
Subcommittee of the House Committee on the Judiciary (House Committee on 
Government Operations). 

10. A study of defense contracts awarded in fiscal years 1952-55, which in- 
volved preparation of a list of all contracts valued at $20 million or more, 
and which were subsequently canceled or terminated, together with additional 
detailed information in each such case (Preparedness Investigating Subcom- 
inittee, Senate Armed Services Committee). 

41. Request for detailed data concerning all types of rockets and missile 
systems being researched, developed, procured, or produced by each of the military 
services. The committee inquiry also required detailed description of methods 
of procedures and organization for the coordination and direction of design 
studies, research, development, and production in each case, and a report on 
money spent or obligated on the various projects (Preparedness Investigating 
Subcommittee, Senate Armed Services Committee). 

12. Extensive study and hearings into the Defense Department’s personnel 
and industrial security programs, including inquiries into policies and procedures 
for handling military personnel when a security question arises after their 
induction (Subcommittee on Constitutional Rights, Senate Committee on the 
Judiciary). 

43. Requests for a report on the use of military aircraft and the cost thereof 
for the transportation of congressional and executive department personnel ( Pre- 
paredness Investigating Subcommittee, Senate Armed Services Committee). 

44. Investigation into the transfer by the Army of the First Armored Division 
and the Third Corps Headquarters from Fort Hood, Tex., to Fort Polk, La. (Pre- 
paredness Investigating Subcommittee, Senate Armed Services Committee). 

45. Investigation into the procurement of Jamesway tents for use by the Army 
at Nike sites (Preparedness Investigating Subcommittee, Senate Armed Services 
Committee). 

16. Study of bidding systems utilized in the award of contracts for Defense 
lyepartment procurement. This inquiry was subsequently followed by hearings 
for the full House Armed Services Committee and the report to the House floor 
of amendatory legislation on the subject (Subcommittee for Special Investiga- 
tions, House Armed Services Committee). 

47. Inquiry into the program for procurement by the Army of medium tanks. 
Information was requested from the Ordnance Corps concerning tank deliveries 
to other friendly countries under the military defense assistance program for 
fiscal years 1950-56 and programed for fiscal year 1957 (Preparedness Investigat- 
ing Subcommittee, Senate Armed Services Committee). 

48. Inquiry into the reported sale of foreign foodstuffs in American military 
post exchanges in Japan (House Armed Services Committee). 

49. Overall inquiry into Air Force programs for the production and procure- 
ment of aircraft and guided missiles (Air Force Subcommittee, Senate Armed 
Services Committee). 

50. Hearings on the Department of Defense position on the Hoover Commis- 
sion recommendations regarding ocean shipping by the Military Sea Transpor- 
tation Service (Subcommittee on Merchant Marine and Fisheries, Senate Inter- 
state and Foreign Commerce Committee). 

51. Investigation of the nonuse by the Department of Defense of ocean freight 
forwarders in connection with the shipment of military ocean freight (House 
Merchant Marine and Fisheries Committee). 

52. Investigation of the semiautomatic ground environment and the distant 
early warning systems (House Appropriations Committee). 

53. Investigation into the major procurement policies and practices of the 
Department of Defense (House Appropriations Committee). 

54. Investigation into the policies of the Department of Defense in connection 
with the permanent change of station of military personnel (Subcommittee on 
Investigations, House Committee on Appropriations). 

55. Investigation concerning infiltration of Communists into Government agen- 
cies (Internal Security Subcommittee, Senate Judiciary Committee). 
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56. Investigation of Department of Defense policies on the maintenance of the 
mobilization base in their relation to small business (Senate Select Committee on 
Small Business). 

57. Investigation of the Navy procurement of beverage base for the Military 
Transportation Service (Subcommittee on Military Operations, House Committee 
on Government Operations). 


COMMISSIONS CREATED BY CONGRESS 


58. Detailed assistance was given to the Commission on Intergovernmental 
Relations (Kestnbaum Commission) and its subcommittees and study committees. 
The Commission was created by Public Law 109 of the 83d Congress and was com- 
posed of members appointed by the President, the President of the Senate, and 
the Speaker of the House. The chief aspects of the Commission’s work which 
affected this Department were studies of the financial relationship among Fed- 
eral, State, and local governments, to Federal grants-in-aid, civil aviation, civil 
defense and urban vulnerability, natural-disaster relief, and natural resources 
and conservation. Comprehensive analysis was undertaken of those aspects of 
the Commission’s report, with particular emphasis on the report of its Study 
Committee on Payments in Lieu of Taxes and Shared Revenue. 

59. Comprehensive analysis was undertaken by the Department of Defense on 
the reports submitted to the Congress by the Commission on Organization of the 
Executive Branch of the Government created by Public Law 108, 88d Congress 
(Hoover Commission). The Commission reports reviewed covered such fields as: 
(a) Budget and accounting 
(b) Business enterprises 
(c) Business organization of the Department of Defense 
(d@) Depot utilization—warehousing and storage 
(e) Food and clothing in the Government 
(f) Legal services and procedure 
(g) Overseas economic operations 
(h) Personnel and civil service 
(i) Real property management. 

(j) Research and development in the Government 
(k) Surplus property (use and disposal of Federal surplus property ) 
(1) Transportation 


(Nore.—Not included in the above list are a large number of investigations or 
requests for information involving the case of only one individual, an isolated 
procurement complaint, or lesser operational problem. ) 


POLICY ON CONGRESSIONAL CORRESPONDENCE 


Mr. Manon. I would like to ask with respect to the problems of 
the Secretary of Defense what arrangements you have in your office, 
Mr. Secretary, for answering congressional mail addressed to you 
as Secretary ‘Wilson? Is there some time limit to your answering 
these letters. over your name, or do you refer them eventually to 
the liaison office or just what do you do? 

Secretary Witson. Some of them I answer over my name. I am 
very meticulous about no one else signing my name. 

When they come to my office, as a rule, they are sent somewhere 
else for the information to be secured, and the answer prepared. In 
some cases my assistants answer the letter and in some cases they 
see that they are answered. If the letter involves a question of a difli- 
cult character, we get all of the answers and information together, 
and it comes to my office and I read over the original request and the 
letter to see whether it is my letter. I may change it a little bit here 
und there in order to make it clearer, so I can understand it better, 
as well as with the hope that the man who is going to get it will also 
understand it better. On some of the letters which I receive, it takes 
more time to get the answer than I like. The people who are pro- 
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viding the information get tied up and I get tied up myself some- 
times. I do not think my correspondence is as snappy as I would like 
to have it. However, I think I can say that I work a 10-hour day, 
6 days a week, and that is about all I can do. 

Mr. Manon. Mr. Miller, do you have anything further? 

Mr. Murer. That was the only point I wanted to discuss. As I 
understand it, they will put into the record a listing of these. various 
investigations. 

Secretary Witson. Yes, sir. 

Mr. Manon. General Hauck is here in connection with this matter 
which we have been discussing. General Hauck, you are the Chief 
of our Legislative Liaison Office of the Department of the Army. 

How many requests do you get per day from the Congress ! 

General Hauck. We have in my office, sir, about 2,000 requests a 
week from the Congress. Now, I represent only one agency of the 
Army which gets congressional inquiries, but a Member of Congress 
is free to send his inquiry to any agency of the Army which he chooses. 
I would estimate that the Adjutant General gets equally that many 
or possibly more, and many are sent directly to the commanders in 
the field. 

Our practice in the Department of the Army is to answer the letter 
within 48 hours if we cannot give you a reply within 24 hours. As 
Secretary Wilson has pointed out, we can get out a prompt acknow]l- 
edgment but it takes some time to get the answers to some of these 
questions. That is particularly true when your question refers to 
some matter within the field. It is usually a question which has been 
brought to your attention by some constituent from your home State. 
We have to go out in the field command concerned to get the answer 
and sometimes that is a lengthy process. In those cases, however, we 
try to give you an interim acknowledgment at least overy 2 weeks 
in order that you will realize the fact that we still have the inquiry and 
are working on it. 

Mr. Manon. Insofar as I know the Members of Congress feel that 
the inquiries that are addressed to you, General Hauck, and to others 
in a similar capacity are given prompt attention. 

General Havcr. Yes, sir. 

Mr. Manon. The answers are not always so favorable as desired, 
but the rapidity with which you respond, I think, is wholly acceptable 
insofar as I know. 

General Hauck. I regret to say that we have to say “No” much more 
often than we can say “Yes.” 

Mr. Manon. That is understandable. 

Secretary Wirson. There is another thing which I get into. 
Usually when someone writes me they think it is a fairly important 
matter, and it is usually a pretty difficult letter to answer. I hesitate to 
write back saying “we are investigating the matter or are looking into 
it.” T like to write back and say “here is what we did about it,” but that 
takes a little longer to do that. Iam now thinking of one letter which 
] received from Congressman McCormack, for instance, on the single 
manager concept. Well, we were working on it awfully hard, and I 
finally wrote one of these letters saying “we are still working on it.” 
Then I finally was able to tell him “here is what we did.” I received 
a very nice letter from him and happened to meet him: since, and he 
feels quite happy about it. However, that took 6 weeks. There was 





oo Se 
oath a 


5 





196 


very little purpose for me to write him and say we were just working 
on something which we had been working on for 5 years. 

He knew that was true, and from his point of view he would feel 
we were checking the field and not getting anywhere. 


PROCUREMENT OF SPARES AND SPARE PARTS 


Mr. OsrerraG. Mr. Secretary, I believe this committee as well as 
most people believe and realize that you and your Department have 
made some very salutary improvements in organization, in business 
practices, and in the management of the business affairs of our Mili- 
tary Establishment. Yet, I also believe that all concerned realize 
that the size of your establishment is such that there is always room 
for improvement and there is always a problem sticking its head up 
which requires consideration. I assume that certain of these findings 
of our staff investigators will bear consideration. 

This committee has been greatly concerned about the program or 
system which deals with spares and spare parts. Mr. Whitten has 
referred to this staff report and cited certain examples in the spare 
parts program. Rather than go into any detailed discussion at this 
time | am wondering if it is now recognized that certain changes or 
improvements can be made in the systems dealing with the procure- 
ment and supply systems for spares and spare parts, the funding 
of spares and spare parts, and resolving the difference that seems 
to exist between the services and their organizations for procurement 
and distribution ? 

Secretary Witson. I could answer that by saying certainly there is 
room for a lot of improvement. 

Mr. Osrerrac. My question was directed toward whether or not the 
services are moving toward a change or improvement in that situation. 

Secretary Witson. Surely. It has been a continuing problem in 
the services. As a matter of fact, during the war I loaned some of 
my experts in General Motors, to come down and work 3 or 4 months 
to help try to get hold of it. There is no simple solution, I assure you. 

The problem of vetting paperwork simplified to where you can live 
with it is one of the basic problems in all businesses. How do you 
handle this tremendous amount of paperwork¢ No inanimate thing 
moves without a piece of paper which tells somebody to go move it. 
It does not go on its own. You have to have the paperwork, or the 
first thing you know some bins will be empty and some will be over- 
flowing. You will order the wrong parts, and send them to the wrong 
places. It is a mess. 

Mr. Osrerrac. Mr, Secretary, or Secretary Pike, will you please 
state what steps have been taken and what you contemplate doing in 
dealing with this complex problem ¢ 

(The information requested was not received in time for printing 
and will be included in the volume on the office of the Secretary of 
Defense. ) 

Mr. Manon. Mr. Secretary, Secretary Pike and representatives of 
the various services, we want to express our appreciation for your 
appearance here today and for your attitude in working with us in 
connection with the problems which have been raised. We will get in 
touch with you later in regard to further inquiries. 

Thank you very much. 
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OPENING STATEMENT BY Mr. Hiaarns, House APPROPRIATIONS 
ComMITTEE HEARING PRocUREMENT POLICIES AND PRACTICES 


When I first met with the staff survey group appointed by this com- 
mittee to investigate the Army’s procurement procedures and controls 
on May 19, 1955, I welcomed the opportunity to have our system re- 
viewed by experienced congressional representatives and assured them 
of our complete cooperation. We're always grateful for suggestions 
and constructive criticism, which serve to help us improve our pro- 
curement efficiency. By any standard, Army procurement is gigantic, 
and there is certainly room for the best ideas anyone has to offer. 

Because we have been devoting so much attention to improving 
Army procurement, I also asked your survey group to report to you 
on the good they found, as well as the bad. I’m glad to see that your 
investigating staff has noted that substantial progress toward improved 
methods and techniques has been accomplished in the past 3 years. 

In order to evaluate the propriety and effectiveness of Army pro- 
curement, you must at the same time consider the surroundings and 
circumstances at the time when any given procurement is made. 

So, in my opening statement for the Army here today, I want to 
put Army procurement in proper perspective by mentioning briefly 
three major factors in the Army’s procurement: 

First; our customers, 

Second, the money we do business with, and 

Third, the people doing our buying—the procurement staff and 
work force. 

First let’s look at our customers. [Showing chart on Strength of 
the Army. | 

Army procurement exists solely to serve our fighting forces. Our 
“customers”’ are primarily the American soldiers. Our procurement 
fluctuates in accordance with the number and needs of our customers. 

Through most of the 1920’s and 1930’s, there were less than 200,000 
men in the Army. Between 1940 and 1945, we expanded to more 
than 40 times our previous size—to a peak strength of 8% million in 
1945. When World War II was over, in a single vear we cut to 
approximately one-fifth that strength. We kept on cutting—to : 
low of less than one-fourteenth of our World War II strength. For 
Korea we had to expand again—with virtually no notice. 

The second factor we should examine, as background for the in- 
vestigation of Army procurement, is money. [Showing chart on 
Ordnance Appropriations. | 

This chart covers Army ordnance appropriations from 1920 through 
1955. In the 1940’s ordnance appropriations shot up to $23 billion 
and then dropped off to less than one-third of a billion. 

After World War II and until Korea started, ordnance appropria- 
tions averaged less than one-half billion dollars a year. Again we had 
to expand on a crash basis, and again ordnance appropriations shot 
up to 7 and 8 billion dollars a year. 
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Let’s look at another chart. [Showing chart: Comparison of Army 
Procurement Obligations With Combined Sales Volume of United 
States Steel and General Electric.] 

This chart covers all Army procurement, and covers Army procure- 
ment for the years which were of specific interest to your survey group 

During the peak year of the Korean emergency, Army procurement 
obligations totaled more than $19 billion. That figure is roughly 
comparable to the combined volume of business done that year 
(1952) by United States Steel, General Electric, General Motors, 
International Harvester, Westinghouse Electric, Chrysler Corp., 
Alco Products, International Business Machines Corp. 

For fiscal year 1955, we were down from that peak of $19 billion to 
roughly the amount of business done by United States Steel and 
General Electric. But there is a very important difference. Note 
that there is growth in the volume of General Electric and United 
States Steel, but it is a steady and rather gentle growth as compared 
with the violent fluctuations in the size of the Army and in our require- 
ments and procurement. It is feast or famine with us. And when 
you have to go out and buy billions of dollars worth of materiel on a 
crash basis you are bound to find afterward that you have done.some 
things a little bit differently than you might have done them if you 
had had time for an orderly expansion of your procurement. 

Procurement in industry means dollars. Procurement in the Army 
means dollars and lives. “And when there’s a choice between lives and 
dollars, we have to choose the lives—and you would want it that way. 

The third major factor which influences the quality of our procure- 
ment operations is the factor of people—the people on the staff in 
Washington and in the field who are charged with the job of procuring 
Army materiel. 

The quality of the job you do in procurement will be just about 
as good as the people you have doing the job. 

So first of all let’s take a look at the turnover in top management. 
Management in a business organization is fairly stable. By way of, 
contrast, in the agencies comprising the Department of Defense 
during the 10-year period from 1945 to 1955, we have had 5 Secretaries 
of Defense, 7 Department of Defense heads of research and develop- 
ment, 6 he. ies of the Army, 9 Under Secretaries or Assistant 
Secretaries of the Army for materiel and logistics, and 5 Army Chiefs 
of Staff. 

There isn’t any business enterprise in the world that could survive 
that kind of turnover in top-managerial personnel. Let’s take the 
job I now hold—Assistant Secretary of the Army for Logistics. Over 
this 10-year period, there were 9 changes. I’ve been on the job for 
2 years. So excluding me, we averaged a new one each year—and 
from my own experience I can assure you that it takes at least a year 
for a person to become thoroughly familiar with the various aspects 
of the job. 

But our problem in personnel turnover is not confined to the secre- 
tarial level. With the strength of the Army and appropriations 
fluctuating as they do, we are not able to hold our procurement field 
organizations together during the lean years. The staff of experienced 
procurement personnel built up during World War II had to be greatly 
curtailed at the end of that war. When hostilities started in Korea, 
and we needed military equipment on an emergency basis, our staff 
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had to be enlarged again and new people had to be trained. Since 
the end of hostilities, the size of this staff has again been curtailed. 
As you can see, the fluctuations in procurement workload are so great 
as to practically disrupt our organization. Even the most efficient 
businesses in the United States would have extreme difficulty in 
managing changes of this magnitude. 

Since December 1953 my major interest has been to see that every- 
thing possible is done to insure that the Army gets full value for every 
dollar of the public money spent. We have a procurement school at 
Fort Lee for training personnel of all the technical services in this 
tremendously important function of the Army. We have stabilized 
the tours of officer personnel in key procurement jobs. Careers in 
the whole field of logistics, including procurement, are being made 
much more attractive as a result of the recent reorganization of the 
Army. This will tend to attract and hold better people in the Army’s 
business activities. 

Procurement policies and practices are under constant scrutiny, 
and changes are made on the basis of experience. I have been par- 
ticularly interested in doing everything possible to help contracting 
officers in the field reach a higher level of effectiveness. The effec- 
tiveness of a contracting officer is, in the final analysis, the best 
means of getting maximum value for dollars spent. During the past 
vear, I have organized and personally conducted 10 conferences with 
contracting officers, military and civilian, in key cities of this country, 
in an effort to insure that we are all working in unison on procure- 
ment. A total of 1,028 military and civilain contracting officers have 
attended these conferences. In each case we have spent a full day 
in face-to-face discussion of policies, practices, and procedures, in a 
mutual attempt to make our procurement constantly better, more 
effective, and more economical. 

In a peacetime atmosphere procurement can be accomplished with 
all the refinements prescribed “by the book.” In a period of emer- 
gency, typified by crash procurement actions, the question is not 
so much one of refinement but one of accomplishment. For over a 
vear now I personally have been reviewing and approving proposed 
awards on all major procurement actions. This means that, before an 
award can be made, it is reviewed by all the echelons superimposed 
over the contracting officer. This would include in many areas a 
district commander, an arsenal commander, the chief of technical 
service, and the Deputy Chief of Staff for Logistics. This review 
provides the scrutiny and refinement that we would like to have in 
every procurement, ‘but surely you can appreciate that such a pro- 
cedure is time consuming at the very least. During a crash procure- 
ment action in an emergency, such delay to secure refinements could be 
disastrous. 

The Army continually strives to implement the Armed Services 
Procurement Act in accordance with the intent of Congress. This 
implementation was in its formative stages during the period between 
1947 and 1950. Our procurement regulations and procedures have 
progressed from those used during World War II, as expressed by the 
War Department Procurement Regulations; through the interim joint 
procurement regulations; to the present Armed Services Procurement 
Regulations, which implement the Armed Services Procurement Act 
of 1947. There has been steady progress. Careful consideration is 
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required, not only to carry out the intent of Congress—but also to 
provide a workable procedure acceptable by all elements of American 
industry. There have been many changes in the various fields. 
Where required, procedures effective at an earlier period have now been 
modified or better defined as we have gained experience. 

As your investigating staff has noted, substantial progress toward 
improved methods and techniques has been accomplished in the 
past 3 years. We fully expect such progress to continue in the future. 

My associates and I are happy to have this opportunity to discuss 
with you our past actions, so that in the future our management 
of procurement can reach the highest possible level of effectiveness 
in all respects. 
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SIZE OF THE ARMY 
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RESTRICTIONS ON RELEASE OF INFORMATION 


The basic difficulty with respect to obtaining information from the 
Army encountered by the survey group stemmed from the group’s 
desire—even alleged right—to files in the possession of the Army prior 
to the review thereof by Army personnel. While it has always been 
the policy and practice of the Army to furnish congressional com- 
mittees and their representatives any information (whether classified 
or unclassified) requested fully and promptly, this position of the 
survey group that it should be granted unlimited access to files in the 
possession of the Army, ran headon into certain restrictions placed on 
Army personnel with respect to release of information established 
pursuant to the Constitution, statutes, or executive and administra- 
tive directives. 

These restrictions necessitate that all information be examinedprior 
to dissemination to determine whether the material falls within cate- 
gories such as the following, among others, and if so whether it can 
properly be released in its entirety or whether it must be withheld or 
furnished in the form of a factual summary: 

Records pertaining to individuals, such as medical records, 
investigative reports, and board proceedings; information as to 
the identity of confidential informants and material furnished by 
them in confidence; confidential business information received 
from private individuals or companies; advance information as to 
acquisition or disposal plans which might provide undue or dis- 
criminatory advantage to private or personal interests; informa- 
tion the premature disclosure of which would impair morale, 
efficiency, or discipline; defense information classified under 
Executive Order 10501; information received from other Govern- 
ment agencies for official use of this Department, any further dis- 
semination of which is controlled by the agency which provided 
the information; and information as to communications between 
members of the executive branch the release of which would ham- 
per the candor among such members in advising with each other 
which is essential to efficient and effective administration and the 
preservation of the proper separation of powers between the 
executive and legislative branches of the Government. 

The files in the possession of the Army are not maintained on the 
basis of placing in given files all matter upon which there are no 
restrictions on release, and placing in other files appropriately labeled 
all matters upon which there are restrictions upon release. ‘Therefore, 
many of the files requested by the survey group of necessity had to be 
reviewed in at least a cursory manner by Army personnel prior to 
release of the files to the survey group if the Army personnel were 
to be sure that any restrictions placed upon them with respect to 
release of information were complied with. In most instances, such 
a review required but little time. 

It is believed that the occasions when the survey group considered 
that it was delayed an undue length of time involved situations where 
it desired files the release of which were clearly precluded, such as 
investigative reports of the Inspector General and the Army Audit 
Agency. As indicated before, the restrictions on release of investi- 
gative reports is based primarily on such considerations as protection 
of sources of information and identity of informants, protection of 
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investigative techniques, embarrassment or harm to innocent persons, 
and the preservation of candor among members of the executive branch 
in advising with each other. Even in the case of these investigative 
reports, however, the Army did furnish factual summaries of such 
investigative reports to the survey group, together with rather detailed 
explanations thereof and actions taken by the Army subsequent to the 
submission of such investigative reports. All this required a con- 
siderable amount of time, including overtime, on the part of many 
people in obtaining and studying numerous and voluminous related 
files located at many different Army installations, and effecting the 
necessary coordination. 

The Army certainly attempted to furnish the survey group the 
information it requested as rapidly as possible. The Army un- 
doubtedly could have furnished the information requested earlier, 
despite the rather large amount requested, if it had not during the 
same period been obliged to furnish a considerable amount of other 
information to other congressional committees and members, dis- 
charge its other important responsibilities, and if various personnel 
familiar with such files had not been required during part of the period 
to travel on other official business and thus not be available to work 
on furnishing the information requested by the survey group. 

Several meetings were held by Army officials with members of the 
survey group during which the problems faced by the Army in fur- 
nishing information to the group as rapidly as it desired were gone 
into in considerable detail. In an effort to expedite the furnishing of 
information to the survey group, as well as other congressional com- 
mittees, a memorandum dated July 18, 1955, was disseminated 
throughout the Army Establishment, a copy of which was provided 
the survey group. Among other things it provided that field instal- 
lations were authorized to obtain telephonic clearance for the release 
of information to congressional committees. This was done in many 
cases where the survey group indicated the need for expedition— 
often within 10 minutes after the files had been located and briefly 
reviewed. In addition legislative liaison personnel went to field 
installations at the same time as the survey group in order to further 
expedite the release of information. 

On several occasions the survey group was advised that the earlier 
the Army was notified as to just what files the group desired to see 
the earlier such files could be reviewed and made available to the 
group. In accordance with Department of Defense policy, the group 
was also advised that wherever feasible it would be preferable that 
their request for information be in writing to facilitate matters and to 
avoid misunderstanding * * * particularly as to just what files the 
group was interested in and thus obviate the necessity for reviewing a 
tremendous amount of file material which would probably be of no 
interest to the group. I am advised that insofar as known to Army 
personnel the survey group, when visiting field installations, were 
never held up with respect to obtaining contract files when such files 
were physically located at the installation concerned. 

Despite the aforegoing efforts on the part of the Army to expedite 
the release of information, the survey group still seemed unsatisfied 
with the procedures, although the Army was not advised as to any 
specific matter in which there was undue delay in furnishing infor- 
mation. The main contention of the group still appeared to be that 
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it should be permitted unlimited access to raw files prior to any review 
by Army personnel. Accordingly, a meeting of the group with the 
Secretary of the Army was arranged and held on July 29, 1955. As 
a result of this meeting, and in a further effort to expedite the release 
of information desired by the survey group, the Secretary of the Army 
on August 12, 1955, issued a memorandum directing that a consider- 
able amount of file material be made available to the survey group 
without prior screening. This material included contracts,’ bids, 
abstracts of bids, contract audit reports, inventory records and stock 
control cards, including supporting documents, methods of deter- 
mining additions and deletions to stock items, and statistical data 
relative to operations of procurement agencies. This memorandum 
further directed a liberal interpretation of laws, executive orders, and 
directives restricting material which will be made to congressional 
committees and that such material should not be withheld from the 
committee except in those cases where release was clearly prohibited. 

On. page 9 of the report (pp. 12 and 13 of this hearing) is the state- 
ment that “the most flagrant example of procrastination and delay 
to the staff survey activities occurred in the Department of the Army 
in the examination of a supply contract * * * for tanks with General 
Motors Corp., Fisher Body Division. A member of the staff requested 
informally Reocae the last week in June 1955, a copy of the settlement 
evaluation report on this contract. After repeated followups pro- 
duced ao results, formal demands were made on the Secretary of the 
Army on October 3, 1955, and November 2, 1955. Representatives 
of the Department of Logistics assured the staff that after receipt 
of the foregoing written requests dated November 2, 1955, the material 
would be forthcoming in 2 weeks.” 

The information available to me with respect to this matter indicates 
the following: 

On June 15, 1955, two investigators of the survey group, while 
examining monthly operating reports in the Office of Army Audit 
Agency, noted an item referring to an AAA evaluation report pertain- 
ing to Fisher Body Division contract No. DA-20-018-ORD-11276. 
This investigator, Mr. Murphy, asked Mr. Finegan, the Army Audit 
Agency representative, for a copy of this report. The Army Audit 
Agency representative toid Mr. Murphy that it was another AAA 
man’s case and that this other man would not be back until Monday, 
June 20, 1955, and that he preferred that the survey group’s repre- 
sentative contact such other man. Mr. Murphy said that that was 
all right. I am advised that the next contact from the survey group 
with respect to this report was on September 9, 1955, when Mr. Nutis 
requested from the AAA representative that the report be made 
available to him for examination. At this time Mr. Nutis was 
advised by the AAA representative that this audit report was investi- 
gative in nature and could not be released to Mr. Nutis by him and 
referred Mr. Nutis to Department of Logistics. Shortly thereafter 
a letter dated September 13, 1955, was received from the survey 
group requesting ‘‘* * * a copy of the Army Audit Agency settle- 
ment evaluation report pertaining to the General Motors Corp. 
(Fisher Body division), contract No. DA 20-018-ORD-11276 * * *.” 
The Army answered this request by letter to the director of the survey 
group dated September 15, 1955, to the effect that it was regretted 
that the report as such could not be released to the survey group as 
it was investigative, rather than financial, in nature. The Army 
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letter concluded with “However, if desired, it is possible to prepare a 
summary of the facts. As you know, after receipt of such a request, 
it will take some time to prepare such a summary. In the event of 
such a request, you may be assured that it will receive expeditious 
treatment.’”’ Iam advised by Department of Logistics personnel that 
they have no recollection of any followup or other request of the 
survey group for this AAA report until receipt of a copy of the letter 
of November 2, 1955 referred to by the survey group. The letter of 
October 3 , 1955 referred to by the survey group requested copies of 
Inspector General reports (not the AAA evaluation report) with 
respect to the Fisher Body tank contract and an Inspector General 
report pertaining to Western Electric contracts. The letter dated 
November 2, 1955, did ask for a summary of all AAA settlement 
evaluation reports pertaining to the Fisher Body tank contract, as 
well as a copy of an Air Force report pertaining to Douglas Aircraft 
Corp. None of these letters set forth any complaint by the survey 
group about failure or slowness in furnishing such information. I am 
further advised, that while it is true Department of Logistics stated 
to the survey group after the letter dated November 2, 1955, was 
received that every effort would be made to furnish the material in 
2 weeks, such information was not furnished within 2 weeks because 
of the very substantial amount of work and files involved and because 
of the necessary official travel by various Army personnel concerned 
during the period. However, I am satisfied that very energetic 
efforts were made on behalf of the Army personnel concerned to 
supply this information to the survey group as early as possible. 

Also on page 9 (p. 13 of this hearing) of the survey group’s report a 
reference is made to above data pertaining to the AAA report having 
been delivered to the staff at 4:30 p. m., December 28, 1955, by two 
civilian staff members of the Office of the Secretary. Rather than 
being an indication of undue delay, in the opinion of the Army this 
underscores the efforts of the Army to get the material requested to 
the survey group at the earliest possible moment, and this particular 
instance indicates that the Army did not even wish to delay such 
furnishing of information by relying on the usual methods of trans- 
mitting documents. 


INDEX OF ARMY POSITION STATEMENTS 
Paragraph Item 
1. Implementation of ASPR by Army. 
2. Decentralization of Procurement Authority. 
3. Negotiator’s inability to evaluate cost estimates. 
4. Failure to develop definitive specifications. 
5. Use of price redetermination clauses. 
6. Use of incentive fixed price contracts. 
7. Use of letters of intent. 
8. Cost evaluation and phasing out multiple sources of supply. 
9. Unsatisfactory working conditions. 
10. Rotation of officer personnel. 
11. Weakness of cost analysis. 
12. Policing of delivery schedules. 
13. Misuse of production funds. 
14. Review and controls. 
15. Audit activities. 
16. Spares and spare parts. 
17. Requirements, spares and spare parts. 
18. Local purchases, spares and spare parts. 
19. Procurement practices, spares and spare parts. 
20. Recording of Army assets (Army Aviation Depot support). 
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Mr. Chairman, gentlemen, the Army appreciates the time and 
energy this committee has devoted to the analysis and evaluation of 
procurement policies and procedures. It is through constant analysis 
of such policies and procedures, by internal as well as external means, 
that the most effective method of transacting Army business is 
determined. 

The Army has reviewed the report prepared by the investigating 
staff of this committee and welcomes this opportunity to briefly 
describe the progress being made to perfect the operational aspects 
of the logistical complex. 


1. IMPLEMENTATION OF ASPR BY THE ARMY 


The Army Procurement Procedures is the principal publication 
published by the Department of the Army relative to procurement. 
It implements and supplements the Armed Services Procurement 
Regulation and prescribes for the Army Establishment uniform 
policy, procedures, and standards governing the procurement of 
supplies and services. This publication is used together with the 
Armed Services Procurement Regulation by Army procurement 
personnel. 

Additional implementing instructions issued by the technical 
services and field installations are necessary to provide uniform 
guidance and policy with respect to different commodity groups and 
local conditions. For example, the policy and procedures relative 
to procurement of lettuce must be different than that followed for 
the procurement of tanks. Further, business practices of industry 
vary somewhat with the geographic location of the particular industry. 
Therefore, the procedure or methods used by procurement personnel 
require some additional guidance and policy consistent with these 
local conditions. 

The administrative research time and the possibility of conflict 
and misinterpretation is minimized by the use of the numbering 
system (to include paragraph numbers) in the Army procurement 
procedure and the majority of other implementing instructions which 
coincide with the numbering system of the Armed Services Procure- 
ment Regulation. 

The policy and practice in preparing procurement instructions is 
not to repeat, duplicate, or modify but rather to refer to or add to 
the directives of higher authority to insure the proper implementation 
and uniform application of stated policies. Publications governing 
procurement for the Army are consistent with the Armed Services 
Procurement Regulation and, in the interest of economy and efficiency, 
they avoid repetition where practicable. Limited repetition does 
exist where it has been considered appropriate to incorporate in one 
document all policy and procedures relating to a specific area in 
procurement and is usually found at the operating level. In addition, 
some repetition may occur when one department promulgates infor- 
mation on a specific area prior to that information appearing in 
ASPR. This is done with the approval of the Department of Defense 
to expedite the issuance of the information and covers the interim 
period until ASPR coverage has been distributed. This repetition 
is eliminated the next time the departmental publication is revised. 

The Army is in the midst of its program to reduce the number of 
media through which official information is promulgated. In Sep- 
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tember and November of 1954 the Army discontinued the use of 
Army current procurement directives and Army procurement circulars 
in consonance with this program. A considerable number of special 
regulations have been deleted from the system. The present program 
calls for all information presently contained in special regulations to 
be converted to other approved publication media by the end of 1957 
at which time special regulations will cease to exist in our publications 
system. 

Supervision is accomplished by extensive staffing prior to the issu- 
ance of Army procurement publications to insure that the informa- 
tion contained therein is not in conflict with the announced policy of 
the Department of Defense. These publications are furnished the 
Department of Defense and other military departments upon issu- 
ance. Review, followup and control of policies and procedures in 
procurement regulations are exercised by the following means: 

a. Review by inspectors general and Army Audit Agency of specific 
procurements, procurement agency operations, and procurement prac- 
tices and procedures for compliance with procurement regulations. 

b. Staff visits to procuring activities for the purpose of obtaining 
information on operating problems for possible improvement of 
policies and procedures. 

c. Review of specific proposed awards. 

d. Review of reports such as procurement action reports, pre- 
award clearances and operations reports. 

e. Coordination of ASPR Committee recommendations within and 
between the military departments. 


2. DECENTRALIZATION OF PROCUREMENT AUTHORITY 


The decentralization of procurement authority within the Depart- 
ment of the Army is considered necessary and is based on experience 
and the following general premises: 

The Office of the Secretary of the Army, the Office of the Deputy 
Chief of Staff for Logistics, and the office of the chief of each tech- 
nical service functions in a policymaking and managerial capacity, 
retaining only those operational functions as are required by law, 
direction of higher authority, or considered necessary from a manage- 
ment viewpoint. 

The heads of procuring activities are vested with maximum author. 
itv, ineluding redelegation, to perform the procurement mission with 
efficiency and economy. 


8. NEGOTIATOR’S INABILITY TO EVALUATE COST ESTIMATES 


It is the policy of the Department of the Army to require the sub- 
mission of cost breakdowns in connection with proposals on negotiated 
contracts. Generally such cost breakdowns are not required for 
procurements of less than $25,000. The Army procurement procedure 
(APP 3-101) requires that during negotiation of contracts simul- 
taneous coordination shall take place to the greatest extent among 
the contracting, technical, cost-analyzing, legal, and industrial-planning 
personnel. This group of specialists work together as a negotiating 
team under the contracting officer. Thus the contract cost estimate 
is reviewed not only from the standpoint of the cost analyst (an ac- 
countant) but also by the technician (an engineer) and the industrial 
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planning specialist. To the extent that contingencies appear, or are 
found, in the cost estimate they are properly evaluated and eliminated 
when not properly justified. The Army procurement procedure re- 
lating to the use of price-redetermination clauses emphasizes the need 
for negotiating close prices containing substantially no charge or 
allowance for contingencies. To insure complete analysis of cost 
estimates, the Deputy Chief of Staff for Logistics has directed con- 
tracting officers to utilize the services of the Army Audit Agency to 
the greatest practical exient. 


4. FAILURE TO DEVELOP DEFINITIVE SPECIFICATIONS 


Applicable Federal and military specifications and those interim 
Federal and limited coordinated military specifications issued by 
Army technical services are mandatory for use by all procuring activ- 
ities of the Army. Furthermore, every item procured either by 
formal advertising or negotiation must be described by referencing 
the applicable specification or by a description containing the necessary 
requirements in certain permissive circumstances. Although every 
effort is made to define in specific terms each article procured, changes 
after award of a production contract are necessitated by changes in 
design caused by production engineering problems and techniques 
and correction of difficulties that inevitably arise due to engineering 
and service testing, and sometimes due to shortage of materials or of 
a component. Engineering change orders, as these changes are 
called, are carefully evaluated and justified prior to their issuance. 
Such changes are a normal part of the manufacturing process. An 
analysis of the practice in industry will bear this out, particularly in the 
automotive industry where changes by one manufacturer may vary 
from 2,000 to 85,000 in the course of a year’s production. 


5. USE OF PRICE REDETERMINATION CLAUSES 


It is the policy of the Army to contract on a fixed-price basis when- 
ever the best price can be assessed thereby. In _ those instances 
where there is little or no experience with respect to a given service 
or article of supply a cost-type contract or a contract with a price 
redetermination provision is negotiated initially. In the price re- 
determination contracts, the repricing under one form will take place 
at specified intervals during the life of the contract, and in another, 
repricing may occur after completion of the work. A price re- 
determination clause does not relieve the contractor from delivery of 
satisfactory articles meeting specifications before receiving payment. 
The typical cost reimbursement contract, on the other hand, insures 
a contractor from financial loss, whether or not the contract opera- 
tions are successful or completely fail. The form IV type price 
redetermination contract, where the price is set after completion of 
the work, does not have the flavor of the cost-plus-a-percentage-of- 
cost contract if the contracting officer negotiates the price with full 
consideration of all factors called for in the ASPR. Historical costs 
are only one of the many factors for consideration when negotiating 
a fair and reasonable price which includes profit under the terms of 
the clause. Timeliness of deliveries, quality of work performed, 
and the degree of cost reduction affected along the lines of a manu- 
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facturing “learning curve’’ that will result in real savings in future 
contracts are several of the important considerations. Greater use 
is being made of cost-type contracts for research, development, and 
prototype manufacturing work when the guaranties against loss 
inherent in this type contract are necessary in order to interest the 
most capable firms in undertaking that type of work. 


6. USE OF INCENTIVE FIXED-PRICE CONTRACTS 


Department of the Army had not used incentive-type contracts 
in the past. However, a recent study has been made of this type of 
contract and procedures are currently being drafted to facilitate its 
use in areas where advantageous. It is recognized that the Govern- 
ment’s strongest bargaining | position occurs bel fore award of a contract 
and that any delay in fixing the final price or the target cost and profit 
formula after award is made weakens the Government’s bargaining 
;osition. ‘There are times, however, in emergencies and in certain 
areas such as in guided-missile procurement where technological 
progress and timely deliveries are more important considerations 
than bargaiming for price alone. ‘Thus delayed pricing is sometimes 
n-cessary but the Army recognizes that delay in setting prices should 
be minimized. 

7. USE OF “LETTERS OF INTENT” 


The Department of the Army nomenclature for “Letter of intent” 
is ‘Letter contract.”’ Letter contracts are authorized for use when 
(a) the interests of national defense demand that the contractor be 
given a binding commitment so that work can be commenced immedi- 
ately, and (6) negotiation of a definitive contract in sufficient time to 
meet the procurement need is not possible. The use of this type 
contract is kept at a minimum within the Army and conversion to a 
definitive contract is required at the earliest practicable date but not 
later than 120 days, except when a further extension is approved by 
the Deputy Chief of Statf for Logistics. The maximum liability of 
the Government stated in the letter contract generally shall not 
exceed 50 percent of the total estimated cost of the procurement. 

It will interest this committee to note that the Army has only 
issued eight letter contracts since July 1, 1954. Five of this number 
were converted to definitive contracts within the time limits pre- 
scribed by Army procurement regulations. The remaining three 
letter contracts were issued in November and December 1955 and 
current indications are that these will be converted to definitive con- 
tracts on or before March 1, 1956. 


5. COST EVALUATION IN PHASING OUT MULTIPLE SOURCES OF SUPPLY 


When requirements are such that multiple sources of supply are no 
longer necessary or are necessary in a lesser number, it is the policy of 
the “Army to retain sufficient sources as may be required to meet mini- 
mum mobilization and current use requirements. Maximum competi- 
tion is sought to determine the low cost producers which are to be 
retained. In some instances such as the need for geographical disper- 
sion, it may be necessary to retain a producer other than the low cost 
producer. 
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9. UNSATISFACTORY WORKING CONDITIONS 


The Department of the Army concurs in the opinion expressed by 
the committee that in many instances working conditions are unsatis- 
factory. In some cases office space is so limited that negotiators, 
contracting officers, and others vitally concerned with procurement 
must hold conferences and discuss business in an open, nois7, crowded 
room with little or no privacy. Such a situation is not conducive to 
good procurement. 

In most instances available space is used to the best advantage, but 
even under the best conditions available space is rarely adequate. 
Even in the Pentagon our procurement staff people are crowded into 
rooms with as little as 85 square feet of floor space per person with no 
provision for a conference room. Obviously such a situation leaves 
much to be desired in the way of privacy, which is so necessary when 
pending and proposed procurements are being discussed. 

The Army has accepted inadequate space in lieu of adequate space 
in some instances because of the desire to cooperate in economic 
considerations. 

Strict adherence to arbitrary space allocation standards to the 
detriment of good procurement is false economy since procurement 
personnel are responsible for wise and sound expenditure of billions of 
dollars per year. 


10. ROTATION OF OFFICER PERSONNEL 


To facilitate accomplishment of the Army mission, major assign- 
ment policies affecting all Army officers are established by the Depart- 
ment of the Army. Each technical service has been delegated the 
responsibility for establishing a workable and logical career manage- 
ment program which will best meet the requirements of the Army and 
the technical service concerned. To progressively develop individual 
officers for top command and staff positions, a diversification of assign- 
ments within a specific area of endeavor is essential. In recognition 
of the limitation of available skilled personnel, the technical services 
take advantage of service and civilian educational facilities such as 
the Army procurement course at Fort Lee, Va., and the business 
courses at various universities. Unless urgent military requirements 
prevent, an officer, who has completed one of these courses, can antici- 
pate an assignment in the procurement field of at least 2 years. Inex- 
perienced or junior officers are generally assigned as assistants to quali- 
fied procurement officers to permit their development by on-the-job 
training. The Department of the Army already has stabilized many 
logistics positions for a period of 3 to 4 years 

In the Department of the Army the trend is toward employing more 
qualified civilians and less military personnel in contracting and 
contract administration positions. 


11. WEAKNESS OF COST ANALYSIS 


Within the Department of the Army the cost analyst works as a 
member of the contracting officer’s team and provides direct. liaison 
between contracting and auditing agencies. In incentive and price 
revision type contracts, cost analysis is considered a major activity. 
A weakness is recognized in the cost principle guidance presently 
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contained in the Armed Services Procurement. Regulation. A re- 
vised draft of ASPR section 15, Contract Cost Principles is presently 
being edited by the ASPR editing committee, and it is anticipated 
that it will eliminate most of the existing weaknesses. 


12. POLICING DELIVERY SCHEDULES 


The ability of a contractor to deliver on an estimated schedule is 
one of many factors which must be considered in placing a contract. 
The Army and contractors recognized that the superimposing of de- 
fense production requirements.on concentrated commercial activity 
such as occurred during the Korean situation, would require many 
adjustments particularly in the subcontracting structure. Original 
tue schedules as incorporated in contracts were recognized as a 
“best effort’ situation. Definite factors that delayed delivery, not 
within the control of contractors, were: 

a. The material control system was not effective in this regard. 

6. Inability to secure critical machine tools on schedule. 

c. Delayed delivery by the Government of drawings and specifi- 
cations. 

d. Changes in production requirements dictated by the Government 
to meet changing situations. 

e. Issuance by the Government of engineering change orders after 
production was started. 

f. Shortages of skilled and unskilled labor. 

The Department of the Army by vigorous continuing effort has 
reduced delays in deliveries and has accomplished substantial im- 
provement in this area. 

With reference to the committee’s recommendation that adherence 
to delivery schedules be effected by inclusion of penalty clauses in 
contracts, the Department of the Army uses liquidated damages 
clauses only in exceptional cases where close adherence to delivery 
schedules is a primary factor. The theory of liquidated damages to 
insure delivery, production or performance is not fully effective when 
applied within the framework of Army contracting. When a liqui- 
dated damages clause is included in the contract it is normal that the 
contractor will include a contingency in his bid thus increasing the 
overall cost of the procurement. 

The Department of the Army considers that the current policy of 
relying on careful selection of contractors, making pre-award surveys, 
close supervision of contract performance and timely use of the 
defaults article is a more effective and economical method of attaining 
satisfactory compliance with delivery schedules, except in unusual 
cases where prompt delivery is mandatory and deliveries offered are 
given a value in selecting a contractor. 


13. MISUSE OF PRODUCTION FUNDS 


The rearmament program initiated in the winter of 1950-51 for 
support of the Korean conflict far exceeded known demands. In 
many instances it was necessary to make a choice between procuring 
World War II substandard equipment or implementing an extensive 
program of accelerated procurement and production of superior type 
items in advanced stages of development. ‘These choices were made 
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after consideration of availability of plant capacity and tooling, lead 
time in getting into production, new manufacturing techniques and 
time necessary to complete development and service tests of the 
items. 

As an alternative, the Army could have ordered World War II types 
of equipment and by 1954 would have had several billion dollars worth 
of usable equipment on hand. This equipment, however, would have 
been obsolete from the viewpoint of modern industrial capabilities and 
the true requirements of the Army. Following a decision to procure 
the latest equipment it was necessary to exert every effort to accelerate 
development, shorten the service test period and take full action to 
start production as soon as possible. In some cases, it was neces- 
sary to telescope final development, test, and production, into a single 
contract. The Department of the Army considers that the results 
justified the use of production funds in those cases where it became 
necessary to complete research and development work concurrently 
with production. This, of course, is not the normal peacetime pro- 
cedure. 

The current Department of the Army policy in this regard is based 
on the Department of Defense instructions which set forth the budget 
and expense accounting classifications for research and development 
appropriations. ‘The new policy requires Review Board determination 
that development of the item is consistent with the long range objec- 
tives of the Department of Defense. It also provides guidance as to 
what constitutes research and what constitutes production for the 
purpose of insuring to maximum extent possible that funds appro- 
priated for research are not used in production. 


14. REVIEW AND CONTROLS 


Review and control procedures are constantly under surveillance at 
all procurement levels to insure their application and to correct 
deficiencies when noted. The effectiveness of procurement review 
actions and controls at field procuring installations is checked by the 
Inspector General. Appropriate action is taken by the installation 
commander or higher authority to correct deficiencies revealed. 
Many of the contracts referred to throughout the report were made in 
1950 and 1951 when many personnel involved in both operational 
and review functions were not only under heavy pressure to expedite 
placement of procurement but also were new employees with little 
previous experience in procurement. They did not have the ad- 
vantage of accumulated procurement experience that is available 
today. 

In addition to the reviews and controls established at field installa- 
tion level, proposed procurements of major importance must be ap- 
proved in the Office of the Assistant Secretary of the Army. At each 
level (field procuring installation, Office of the Chief of Technical 
Service, Office of the Deputy Chief of Staff for Logistics, Office of the 
Assistant Secretary of the Army), the various aspects are reviewed by 
specialists in their particular field such as price analysts, attorneys, 
engineers and financial analyst. 





15. AUDIT ACTIVITIES 


The Department of the Army is aware of the fact that the coopera- 
tion between auditors and procurement personnel has not been all 
that is desirable. This matter has been the subject of careful atten- 
tion during recent months by the Assistant Secretaries of the Army, 
the Deputy Chief of Staff for Logistics and the Comptroller. 

Any revision in policy which will result from this study should be 
announced in the near future. The reemphasis on the functions of 
the Army Audit Agency and on use of its services by the contracting 
officer should eliminate any areas of lack of cooperation which may 
have existed in the past. 

A new and expanded policy on contract pricing is in a final stage of 
development and will be included in ASPR in the near future. As 
soon as the contract cost principles as contained in section XV of 
ASPR have been revised, the Department of the Army will supple- 
ment this section of ASPR with guidelines for gathering cost informa- 
tion on fixed price type contracts. 


16. SPARES AND SPARE PARTS 


As an integral part of a comprehensive and continuous program of 
analysis and improvement in all areas of Army supply management, 
the Department of the Army has developed the Army field stock- 
control system which is designed to improve the economic distribution 
of secondary items, with particular emphasis to repair parts. The 
basic principles have been tested under peacetime and combat con- 


ditions. 

The Army field stock-control system, when fully implemented, will 
be used as a tool of operation and management to improve the Army 
supply system by the— 

a. Establishment of a realistic stockage plan, item and quantitative, 
at all echelons of supply based upon true consumption-demand 
experience of the activities supported. Stocks will be positioned in 
direct relationship to the requirements of the consumer. 

6. Establishment of a uniform method of supply accounting among 
all technical services at the forward supply echelon. 

c. Establishment of realistic replacement factors for the computa- 
tion of requirements, utilizing true consumption-demand experience. 

d. Establishment of realistic organizational allowances based upon 
true consumption-demand experience. 

e. Establishment of improved parts lists based upon true 
consumption-demand experience. 

f. Reduction of the numbers of items and quantities of items at 
forward supply echelons. 

g. Reduction of storage and accounting costs at forward supply 
echelons by reduction of items stocked thereat. 

h. Establishment of the means whereby the supply and maintenance 
efficiency may be compared between comparable activities. 

This system has incorporated the principle of selecting and stocking 
fast moving items forward and the slower moving items to the rear. 
A relative few number of repair parts (approximately 15 percent) 
accomplish a very high maintenance return (approximately 85 per- 
cent). The Army can no longer afford to stock such a broad range 
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of parts at forward echelons from the standpoint of economy or 
mobility. Therefore, under the Army field stock-control system 
selection will be made of those small number of items which account 
for the largest volume of business and these items will be stocked 
at the direct support level. Except for those items which are to be 
held on a standby basis, the Army will no longer stock at this level 
slower moving items. The criteria being used to determine. which 
items will be stocked at this level is 3 demands within 180 days. 
Provision has been made for the addition and deletion of items accord- 
ing todemand. Experience to date reveals that the number of items 
which are presently authorized for stockages at station level will be 
reduced in excess of 50 percent. For those items no longer authorized 
for stockage at that level, the Army will substitute faster delivery 
service. 

As an integral part of the system an improved stock record was 
developed. One component of the record is a demand data card to 
which is posted the cumulative demand data, the current requisi- 
tioning objective and status of materiel due in. Periodically, as 
required by the technical service this card is forwarded to the tech- 
nical service for use on the computation of stockage objectives for 
supporting depots, for use in revising replacement factors, and for 
use in revising all types of parts lists. 

With better consumption demand data we develop a better selec- 
tive stockage plan. With a better selective stockage plan we lead 
into improved stock records which in turn lead into better consump- 
tion data. As the cycle recurs each of the elements improve. 

The system is being installed currently in one installation in each 
continental United States Army command as a pilot model for exten- 
sion of the system to all other installations. It is also being installed 
in the Seventh Army in Europe as part of Project MASS. 

Project MASS is a project being developed by the Army and has 
as its objective the speeding up of the delivery of ‘supplies, thus reduc- 
ing the pipeline. A test operation limited to the supply of repair 
parts to the Seventh Army will start in July 1956. 

The system consists of three basic princ iples—selective stockage 
lists, rapid communication, and priority transportation. I described 
the selective stockage pr inciple in my discussion of the Army field 
stock-control system. This same system as I mentioned before is 
being installed in the Seventh Army. It is estimated that the num- 
ber of repair parts held in USAREUR depots for support of the 
Seventh Army will be reduced from approximately 400,000 line items 
to 51,640 line items which will constitute the selected stockage list 
of the Seventh Army repair parts depots. 

Reliable backup replenishment will be assured by the establishment 
of distribution depots in the United States which duplicate the selected 
stockage list items carried by Seventh Army depots and shipment 
of nonstocked items direct from any United States storage location 
to Seventh Army. 

Starting at the direct support unit level, all requisitions in the form 
of electric accounting machine punchcards will be transmitted by 
rapid electrical means to the higher supply echelons. These will be 
machine processed. Items not stocked in the Seventh Army will be 
transmitted to the National Stock Control Center in the United 
States in a matter of minutes where immediate shipping instructions 
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will be issued. For items which are stocked in Seventh Army, 
punched card requisitions will be submitted on those items which 
require replenishment whenever the stock level reaches a predesignated 
reorder point. By utilizing the single line, electric accounting ma- 
chine technique, supply action can be expedited. Further, informa- 
tion such as consumption-demand data placed in this form permits 
full utilization of automatic data processing systems. 

In order to completely supply all of the repair parts required by 
Seventh Army, it will be necessary to substitute transportation service 
for stockage. Delivery of all nonstocked items will be by air direct 
from the United States to the Seventh Army. By priority handling of 
requisitions and shipment of nonstocked items by air the total elapsed 
time from the submission of a requisition to the receipt of the item in 
Seventh Army will be 10 days. For replenishment stocks priority 
water transportation will be used. This method will reduce current 
order and shipping time from 120 to 20 days. 


17. REQUIREMENTS——-SPARES AND SPARE PARTS 


The Army has been criticized from time to time on its method of 
computing quantitative requirements for procurement of items it 
uses. Some have said our system is too complicated. Others have 
said our system is not sufficiently accurate. Unfortunately, no one 
thus far has suggested to the Army a system or procedure which pro- 
vides the ultimate in simplicity with the absolute accuracy they would 
desire of us. It seems that the two are inversely proportional. Re- 
quirements computation is an extremely complicated undertaking. 
The more simplicity in the computation the less accuracy of the answer 
and vice versa. In this respect the Army has tried to strike a reason- 
able medium in providing a high degree of accuracy without becoming 
overcomplicated in the computation process. 

The forecasting of requirements can always be expected to contain 
an element of unpredictables. The Army is endeavoring to increase 
the validity of computations based on the known factors and to 
improve the usefulness of these computations through application of 
sound judgment to those factors which must be estimated. The area 
of spare parts is particularly susceptible to the maladies of unpredict- 
able factors. 

Recognizing the need for improvement in the computation of re- 
quirements, and particularly in the spare parts area, here are some 
of the major actions the Army has taken since Korea: 

a. We have established uniform policies and procedures for use by 
all technical services. 

b. A system of review and inspection, which has effectively secured 
compliance with these policies and procedures has been put into effect. 

c. We have published a regulation limiting the concurrent procure- 
ment of spare parts to those not already in the supply system. This 
regulation limits procurement to the minimum quantities essential 
to support short term initial requirements. 

d. Simplified procedures for computing mobilization reserve require- 
ments have been developed and are now in effect. 

e. In furtherance of this improvement effort the Army has engaged 
the services of two management consultant firms (Harbridge House 
and Melpar, Inc.) to survey the entire area of requirements computa- 
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tions and to devise systems and procedures for improved management 
and control. 

We believe that we have the situation under control. We have 
some of the best brains in the business working on the problems 
involved. We have achieved significant and measurable progress in 
our operational efficiency. We will continue to improve our position, 


18. LOCAL PURCHASE—SPARES AND SPARE PARTS 


It is not necessary for local agencies to screen parts purchased 
locally against inventories in the regular supply system because the 
list of items authorized for local procurement by the technical services 
are screened prior to publication. 

Although an item may be designated for local procurement, if stocks 
are available in a distribution depot supporting an installation, the 
requisitioner must submit the request to the designated source of 
supply. Local purchase may be authorized by the depot in such 
instances. 

Items are authorized for procurement in cases of emergency and 
out-of-stock positions but subject to monetary limitations. 

It is not necessary to screen and report local purchases due to the 
criteria established for such purchases as described above. 


19. PROCUREMENT PRACTICES——SPARES AND SPARE PARTS 


The Department of the Army recognizes that widespread competi- 
tion is desirable on procurement of all items it requires. At the 
same time, it must be recognized that there are times, in relation to 
a given procurement, when competition is not possible. Widespread 
competition cannot be obtained when the item is a proprietary item 
and drawings and specifications are private property and available 
to only: a single manufacturer. 

Contractors and industrial associations maintain that drawings 
and technical information pertaining to their own products are the 
lifeblood of their organizations, and that they should not be requested 
to give up this information to the Government with the Government 
having the right to turn it over to their competitors. 

With respect to the compulsive obtaining of drawings for the pur- 
pose of developing competition, it is Department of the Army policy 
to obtain manufacturing drawings and specifications under only two 
conditions as follows: 

a. Covering any item developed as a result of a research and de- 
velopment contract to the point where it is ready for production, as 
an incident to the performance of research and development work. 

b. Whenever the Government needs the drawings and they can be 
obtained for a fair and reasonable price by negotiation with the owner. 

As a practicable matter we cannot force a contractor to furnish us 
drawings on a product he has developed with his own capital. The 
Constitution, statutory laws, and United States courts recognize the 
rights of industry to safeguard engineering design generated at the 
expense of industry. Therefore, other than by negotiations, there is 
no method of forcing industry to give up proprietary rights. 
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The Army has taken positive steps to remove proprietary items 
from its supply system wherever feasible and possible, by designing 
items to replace proprietary items. 

Spare parts are procured from only one firm as a sole source of 
supply when it is impracticable to draft adequate specifications or 
other adequate description, and it is determined that only one manu- 
facturer can furnish the required parts. In the absence of definitive 
specifications, and when spare parts cannot be adequately identified 
by purchase descriptions because of unknown technical considerations 
involved in manufacture or composition, the commercial parts which 
are known to be acceptable are listed on purchase requests followed 
by the words “‘or equal” in order to broaden competition. 

Admittedly using the term “or equal” as a specification is not, 
generally spe aking, a desirable procurement practice. When spare 
parts are required for a proprietary item and only the developer or 
owner of the item has the drawings and specifications and is unwilling 
to release them, this is the only practicable method of obtaining an 
element of competition. Elimination of the phrase “or equal’ from 
invitations for bids would unquestionably meet with great disfavor 
among many small businesses, since permitting “or equal’ bids on 
proprietary items and spare parts therefor, is the only method avail- 
able to enable many small-business concerns to participate by using 
their own ingenuity in duplicating the required item or part. 


20. RECORDING OF ARMY ASSETS (ARMY AVIATION DEPOT SUPPORT 


The Army and the Air Force are aware of the attendant problems 
relating to the Air Force support of the Army in the field of aviation 
depot level maintenance and supply support. The two services have 
been endeavoring for the past several years to resolve the problems 
of trying to reach two different logistical systems to provide adequate 
and economical maintenance and supply support for the Army 
aviation program. 

It is acknowledged that the Army has lost several items of aircraft 
parts that were carried in Air Force stocks that should have been 
recorded as Army assets. It is, however, our firm position that this 
particular situation cannot be solved so long as the Air Force supports 
the Army even though much corrective action has been taken. 

The Army and the Air Force have agreed to transfer the Army 
aviation depot support functions from the Air Force to the Army. 
Studies conducted to develop a depot-support plan reveal that the 
transfer of functions is necessary ia the interest of efficiency and 
economy. 
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INDEX OF FACT SHEETS 


Fact sheets 
. Implementation of procurement regulations. 
. Decentralization of procurement authority. 
. Negotiator’s inability to evaluate cost estimates. 
. Failure to develop definitive specifications. 
. Use of price redetermination clauses and fixed price incentive contracts. 
. Letter contracts. 
. Unsatisfactory working conditions. 
. Rotation of officer personnel. 
9. Weaknesses of cost analysis. 
10. Policing delivery schedules. 
11. Misuse of production funds for research and development. 
12. Audit liaison with procurement activities. 
13. Incomplete audit procedures. 
14. Spares and spare parts. 
15. Procurement practices—spares and spare parts. 
16. Compressors and spare parts for portable flamethrowers. 
17. Air Force recording of Army assets. 
18. Delayed deliveries and unrealistic delivery schedules. 
19. Delays in approving and processing engineering changes. 
20. Questions submitted by Representative Sikes, House Appropriations Com- 
mittee. 


o 


ONAoOMPWNe & 


Facr SHeets, DEPARTMENT OF THE ARMY, OFFICE OF THE Deputy 
CHIEF OF STAFF FOR LOGISTICS 


Fresrvuary 17, 1956. 
Tas No. 1 


1. SUBJECT: IMPLEMENTATION OF PROCUREMENT REGULATIONS 


2. BACKGROUND 


a. The committee staff report states that “at the field level where 
the work is done the contracting officer must concern himself with 3 
and sometimes 4 sets of procurement regulations and instructions. 
This may be essential to cover all aspects of procurement, but is 
burdensome to contracting officers, because * * * repetitious in 
principle, * * *. 

* * * * * of * 


“As the text varies between the various regulations, manuals, and so 
forth, the possibility of conflict and misinterpretation is inevitable. 
* * * * * * * 


“In fact, there appears to be very little control with regard to the 
issuance of procurement regulations or instructions * * * to ascertain 
the extent of compliance with ASPR.”’ 

b. It is true that the procurement instructions, regulations, and 
procedures are numerous. The Department of Defense issues broad 
policy guidance affecting the three departments, Army, Navy, and 
Air Force. The Army issues the Army procurement procedure which 
is used together with ASPR and implements and supplements ASPR 
thus converting broad policy into general procedures which govern 
the procurement activities within the Army. The procuring activities 
then logically implement these established policies and procedures 
within their areas of commodity responsibility. 
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The administrative research time and the possibility of conflict 
er misinterpretation is minimized by the use of a numbering system 
(to include paragraph numbers) in APP and other implementing in- 
structions which coincide with the numbering system of ASPR. 

d. Supervision is accomplished by extensive staffing prior to the 
issuance of Army procurement publications to insure that the informa- 
tion contained therein is not in conflict with the announced policy of 
the Department of Defense. These publications are furnished the 
Department of Defense and other military departments upon issuance. 
Review, followup and control is exercised by 

a. Inspectors General and Army audit Agency review of specific 
procurements, procurement agency operations, and procurement 
practices and procedures. 

b. Staff visits. 

c. Review of specific proposed awards by higher echelons (i. e., 
ASA (Logisties)). 

d. Review of reports by higher echelons such as procurement actions 
reports, preaward clearances and operations reports. 

e, Coordination of ASPR committee recommendations (within and 
between the military departments.) 


3. RESUME OF LATEST STATUS 


The policy and practice in preparing APP and other procurement 
instructions is not to repeat, duplicate, or modify, but rather to refer 
to and add to the directives of higher authority. Copies of these pub- 
lications, as revised, are forwarded laterally and to the next higher 
echelon (to include DOD) in order to permit such review in the inter- 
est of uniformity and compliance as may be required. 


Tas No. 2 
FrEBRUARY 15, 1956. 
’ 


SUBJECT: DECENTRALIZATION OF PROCUREMENT AUTHORTIY, PARA- 
GRAPH C, SECTION V, PROCUREMENT POLICIES AND PROCEDURES OF 
EXTRACT OF “A REPORT TO THE COMMITTEE ON APPROPRIATIONS, 
UNITED STATES HOUSE OF REPRESENTATIVES; ON PROCUREMENT 
POLICIES AND PRACTICES, DOD”’ 


2. BACKGROUND 


The Surveys and Investigations Subcommittee Report, page 23 (p. 
20 of this hearing), recommended further decentralization of technical 
service procurement authority by redistribution of functions and re- 
sponsibilities between the various technical services organizational 
levels involved in the procurement operation. The report criticizes 
present practice of the technical services in transmitting contractual 
documents effecting supplemental agreements and change orders 
through numerous channels to obtain necessary approval. The report 
also criticizes failure of a technical service to give complete contracting 
responsibility to an agency responsible for a major materie! distribu- 
tion program of that technical service. 

The Secretary of the Army has delegated certain authority to the 
chiefs of technical services to approve awards of contracts. This 
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delegated authority has been redelegated in turn by the chiefs of: 
technical services to their field procurement agencies. Dollar limits 
governing the approval of awards of contracts are set forth in Enclo- 
sure 1. Field procurement control offices of the technical services 
are responsible for control and coordination of contracts awarded by 
subordinate procurement agencies. 

Change orders and supplemental agreements to military supply 
contracts may also be approved by technical service field installation 
within the monetary limitation of authority delegated to technical 
service chiefs by the Department of the Army. 

| 


Fepruary 15, 1956. 


An engineering change order is a medium used in describing a 
change to a drawing or specification of an item or part to be manu- 
factured. Coordination during the processing of an engineering 
change order with all affected agencies is required to determine the 
effect of such a technical change prior to its issuance. Engineering 

| contractual actions are presently within the authority and respon- 
sibilities of technical service procurement offices. Such contractual 
| actions are not referred back to any higher installation level unless 
| some technical question arises that was not covered in the engineering 
change as originally approved by the field installation having respon- 
sibility for procurement of the commodity or type of material. 
i 


8. RESUME OF LATEST STATUS 


a. Enclosure No. 1 indicates present authority for approval of 
awards of contracts. 

b. Present efforts of technical services is to restrict engineering 
change orders incorporated into contracts to mandatory changes in 
order to achieve maximum economies in production as well as to 
minimize the impact on field maintenance and supply operations. 

Enclosure one. 

Approval of Awards of Contracts. 


Approval of awards of contracts 
1. PERSONAL OR PROFESSIONAL SERVICES 


Approval by Assistant Secretary of the Army (Logistics). 


2. CONSTRUCTION AND REHABILITATION 


Deputy Chief of Staff for Logistics. Contracts exceeding $15 million entered into 
by a contracting officer under jurisdiction 
of the Chief of Engineers; and contracts 
exceeding $1 million entered into by a 
contracting officer under jurisdiction of 
a technical service, ZI Army or Military 
District of Washington. 

Chiefs of technical services_-_-_-- ~~ - Contracts not in excess of $1 million except 
that the Chief of Engineers has authority 
to approve contracts not exceeding $15 


million. 
ZI Army commanders and com- Personal approval by ZI Army commander 
manding general, Military Dis- or commanding general, Military District 
trict of Washington. of Washington, or their respective deputies 


when contract exceeds $250,000 but does 
not exceed $1 million. 
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Approval of awards of contracts—Continued 
2. CONSTRUCTION AND REHABILITATION—Continued 


Subordinate commanders or depu- Contracts exceed $100,000 but not in excess 


ties (4I Army commands and of $250,000 
Military {istrict of Washing- 
ton). 
Commanding generals of major Approval by commanding general required 
overseas commands. when contract exceecs $1 million. Author- 


ity for approval of awards of less than 
$1 million may be delegated to extent 
deemed necessary by commanding generals 


3. ARCHITECT-ENGINEER 


Assistant Secretary of the Army Contracts where the fee for title I or title II 
(Logistics). services exceeds $500,000. 
Chief Gf Rnegmieete. 206 cciiw bcc ce Contracts where the fee for title I or title II 
services is not in excess of $500,000. 
Commander in Chief, United States Same as Chief of Engineers. 
Army, Europe, and deputy. 
Commanding General, United Contracts in the amount of $300,000 for 
States Army Forces Far East. each category of A—E services. 
Commanding generals First, Contracts in the amount of $10,000 for 
Fourth, Fifth and Sixth Armies ach category of A—E services. 
and Chief, Armed Forces special 
weapons project. 
4. UTILITY SERVICES 


Chief of Engineers, as Department Approves contracts for utility services 
of the Army power procurement entailing an estimated cost of $50.000 
officer. or more per year. 


5. ALL OTHER NEGOTIATED CONTRACTS 


Deputy Chief of Staff for Logistics. Contracts entered into by a contracting 
officer under jurisdiction of a technical 
service and the amount exceeds $5 million 
except in the case of Ordnance and Signal 
Corps where the amount is $25 million and 
$10 million respectively; and contracts 
entered into by a contracting officer not 
under jurisdiction of a technical service 
and the amount exceeds $100,000. 

Chiefs of technical services__~._-- Contracts not in excess of $5 million, 
except in the case of Ordnance and Signal 
Corps, in which case the amounts are $25 
million and 510 million, respectively. 

Heads of procuring activities other Contracts not in excess of $100,000. 

than technical services. 

Armed Services Medical Procure- Contracts not in excess of $1 million. 

ment Agency. 

Major overseas commands. ------- Same authority as Deputy Chief of Staff 
for Logistics. 


6. ADVERTISED PROCUREMENT 


The Army procurement procedure does not place any dollar limitation on the 
approval of contracts resulting from formal advertising, 


7. CONTRACT REVIEW 


At least one competent person is assigned to the duty of reviewing in an advisory 
capacity all contracts prior to contract approval by the subordinate commanders 
or chiefs of field offices. This review applies to both advertised and negotiated 
procurements regardless of the level of the procuring authority, and will be for the 
purpose of insuring that the clauses and conditions of the contract comply with 
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the principles of good procurement and that the interest of the Government is 
adequately protected. 
Tas No. 3 


February 17, 1956. 


1. SUBJECT: NEGOTIATOR’S INABILITY TO EVALUATE COST ESTIMATES 
2. BACKGROUND 


The staff report on DOD procurement policies and _ practices 
alleges that— 

a. Government negotiators have difficulty in evaluating contractors’ 
estimates. The only area of continual evaluation is the profit 
area. 

b. In the subcontract area, there is even less control of costs than in 
the prime contract area. 

c. All cost proposals be reviewed by applicable audit offices. 


3. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of paragraph 2 above.) 

a. (1) The negotiator’s position in Army procurement is not one 
of weakness in that he does not sit at the negotiating table alone 
but has available and utilizes specialists in cost estimating, engineer- 
ing, and law for advice and guidance. 

(2) The evaluation of cost estimates submitted by contractors in 
support of bid prices frequently includes the examination, at the con- 
tractor’s plant or in the office, of his working papers. There are also 
available, for use by the cost analysts in evaluating estimates, his- 
torical records of volume of business, experienced overhead rates, 
labor, and engineering rates, as well as material usage and market 
prices. 

(3) Insofar as the cost analysis phase of negotiations is concerned, 
adjustments in prices quoted are usually the result of an adjustment 
of one of the basic cost elements, such as material, labor, factory 
overheaa, rather than merely an adjustment of profit. 

(4) Another valuable tool available and used by the negotiator and 
his aides is that of comparative analysis of — 

(a) Cost data submitted 
(b) Previous prices paid for the same or similar items 
(c) Prices quoted by other potential suppliers 

b. Although there is admittedly less control of subcontractors’ 
costs than those of prime contractors’ in view of the contractual 
relationships, the same precedure is followed wherever deemed 
necessary and to the extent applicable in evaluating subcontractors’ 
cost data. In general, where quotations of subcontractors are in 
excess of $100,000, the basic cost data relative to such quotations 
receive a careful review. 

c. The value of an additional review by the Army Audit Agency is 
considered questionable in view of the following: 

(1) The Army employs skilled pricing personnel who are 
highly qualified and experienced in the area of pricing analysis. 
(2) Determination of fair and reasonable prices encompasses 
more than the accounting function. It involves knowledge and 
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understanding of price trends, engineering, labor requirements 
and market conditions. 

(3) Administrative lead time would, of necessity, be lengthened 
and thus delay placement and production of military equipment 
without any measurable benefits to the Government. 

(4) Army procurement offices have a wealth of historical cost 
data relative to the contractors with whom they do business, 
which include reports of audit agencies in connection with 
systems surveys, price redeterminations, and other special audits. 


Tap No. 4 


FEBRUARY 17, 1956. 
1. SUBJECT: FAILURE TO DEVELOP DEFINITIVE SPECIFICATIONS 
2. BACKGROUND 


The report made by the House Appropriations Committee 
states, in part, under the subject that the “staff believes that a more 
intensive effort should be directed toward development of definitive 
specifications prior to award of contracts. This action will not only 
reduce the hundreds of thousands of change orders and supplements 
but will minimize the need for costly price redeterminations and 
permit greater utilization of normal advertising.”’ 

To the extent that an item can be defined in specific terms in a 
contract, it is the practice of the Army to do so. Supply specifications 
are made as definitive as possible at the time of the contract. (See 
regulations governing specifications AR 715-50, SR 715-50-21, and 
SR 715-50-20). In contracting for research and development of an 
item, contract specifications sometimes lack the definiteness of 
specifications made for supply contracts, but gradually drawings and 
other data needed for volume procurement are developed out of the 
research and development project. Contracts in the research and 
development area may run for several years before a production 
prototype is tested with satisfactory results. Admittedly, the 
process of developing a complex item may take as much as 5 years. 

The goal of a complete initial engineering release requiring 
no further change during the period of production is an ideal believed 
impracticable of attainment. Even in peacetime, it becomes neces- 

sary to make changes in an item to increase the safety of personnel, 
reduce excessive maintenanc e, increase combat or ope rating effective- 
ness, facilitate production, and eliminate the use of critical materials, 
or to reduce costs. When the normal cycles of research and develop- 
ment and production engineering are telescoped, such as was done 
during the Korean emergency, the number of engineering change orders 
required is materially increased. Even in industry, where profit 
and cost consciousness are paramount, it will be found that many 
engineering changes are required from month to month during a 
production vear. 

d. To the extent that man-hours are available, the technical 
services do make intensive effort to avoid stiuations which require 
engineering change. . Careful engineering evaluation is made of new 
equipment and components during development and service tests to 
eliminate undesirable features prior to production. Product review 
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is accomplished to insure that the item is suitable for volume produc- 
tion, while giving due weight to performance, cost (in terms of money, 
effort, and time), minimum use of critical materia's, and ease of 
maintenance at the lowest practicable cost. It must be recognized 
that engineering and service tests do not always reveal the “bugs” 
that show up later in troop use. A process of refinement of an item 
continues even after the item goes into mass production. However, 
the number of changes required for items is reduced as mass production 

rogresses. As evidence of this, the following are figures on the 
M48 tank: 


Number of engineering change orders 








April May June 3-month 
total 
De ine Reka a sh nnewnndibabucndsbeagieauabaaeateane 1 400 1 400 335 1, 135 
S25: cake onc boksiod 5 ech eahiniaakiamaralananaeakiamaenimaeamemeriee 193 105 240 
Diiesuladlcama base suekbacenianstadselecensenesaanenioen 156 50 116 331 


1 eo based on engineering agencies records of changes released against all tanks for which they were 
responsible 


e. A spot check of engineering changes released against current 
production of Ordnance vehicles shows less than 5 percent of the 
changes resulted in increased cost of the item procured. Each 
engineering change request which might affect cost is screened by 
engineering maintenance personnel, by cost analysts, and by producers 
utilizing the part to determine the full impact of the change prior to 
release of the change. Release is made when the need and value of 
the change is determined to override other considerations. Where 
changes are not urgent, they are grouped and placed into effect as a 
“lock” to avoid disruption of production. 


3. RESUME OF LATEST STATUS 


a. Army policy is— 

(1) To obtain, as rapidly as possible, and utilize definitive 
specifications as a basis for procuring equipment and components 
in order to obtain competitive bids. 

(2) To review developed equipment to insure that the equip- 
ment is suitable for volume production, giving due weight to all 
established criteria for evaluation. 

(3) To screen engineering changes to determine that they are 
necessary on the basis that they increase the safety of personnel, 
reduce excessive maintenance, increase combat or operating 
effectiveness, facilitate production, eliminate the use of critical 
materials, or reduce costs. 

Frpruary 17, 1956. 
Tas No. 5 


1. SUBJECT: INCENTIVE AND PRICE REDETERMINATION TYPE CONTRACTS 


2. BACKGROUND 


The subject report contains the following findings: 

“Frequent delays in establishing firm target prices on incentive and 
price redetermination type contracts have seriously impaired the 
Government’s negotiation position.” 
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Incentive and price redetermination type contracts are employed in 
cases where close pricing is not possible. Because of the uncertainty 
of the future or the complex nature of the item the contractor will not 
agree to a firm fixed price without contingency allowances. 

The Army has made little use of the incentive-type contract since 
an incentive may be provided to the contractor under the price 
redetermination clauses (APP 7-152). 

Price redetermination types of contracts are used where contingen- 
cies are included in the contractor’s proposal. ASPR outlines the 
various types of price redetermination articles and provides adequate 
guidelines under each type to insure the best possible use of the article 
selected. All Army price redetermination type contracts contain a 
ceiling price. 

8. RESUME OF LATEST STATUS 


Wider use of incentive-type contracts in the Army is under study; 
a new section of the Army procurement procedure is being drafted to 
facilitate their use in Army procurement. 

Price redetermination clauses are considered necessary in certain 
contracting areas in order to obtain close pricing, thus eliminating 
contingencies from the price which would otherwise be included in 
any firm fixed price. 

Frespruary 17,1956. 
Tas No. 6 


1. SUBJECT: LETTER CONTRACTS 
2. BACKGROUND 


The subject report contains the following finding: 

“Unconscionable delays have taken place in formalizing letter con- 
tracts into definitive contracts diluting the Government’s oppor- 
tunity to obtain fair and reasonable prices.” 

The primary purpose of authorizing the use of letter contracts is to 
expedite the beginning of production so that deliveries will be obtained 
in time to meet phased requirements, particularly in support of troops 
in combat and in the expansion of the Armed Forces. The letter con- 
tract has its place in defense procurement and serves a useful purpose 
particularly during periods of national emergency. 

It is the policy of the Army that letter contracts be converted into 
definitive contracts at the earliest practicable date (APP 3-408.52). 
Authority to issue letter contracts is contingent upon compliance with 
certain conditions as outlined in APP 3-408. Some of these limita- 
tions on the use of a letter contract are: (a) Need and necessity must 
be established, (6) duration of the letter contract will not exceed 
120 days, (c) that the definitive contract will contain all standard 
clauses, in addition to the standard optional clauses to protect the 
interest of the Government and (d) that this provision will be made a 
condition of each letter contract. 


38. RESUME OF LATEST STATUS 


The Army issued six contracts during the fiscal year ending June 
1955. All of these were converted into definitive contracts within 
180 days. The Army has three letter contracts currently in existence, 
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Two were entered into in November 1955 and one in December 1955. I 
. . o . r 
All of these are expected to be finalized within the prescribed 120 days. | 
| t 
| Frspruary 17, 1956. 
Tas No. 7 
| I 
| 1. SUBJECT: UNSATISFACTORY WORKING CONDITIONS IN ARMY 
| PROCUREMENT OFFICES i 
| c 
| 2. BACKGROUND 
os outs 4 . Aj 
Variant procurement activity coupled with the requirements of ‘ 
stringent economy have governed the establishment of space stand- 
ards and types of structures occupied by Army procurement offices. 
Bare minimums have been enforced by the agency responsible, in ‘ 
most cases the General Services Administration. t 
RESUME OF LATEST STATUS 
a. Presently, three situations obtain insofar as tenacy of Army 
procurement offices is concerned: 
(1) Office space in a Government-owned and maintained 
building. 
(2) Partial occupancy in a privately owned and maintained 
building with lease and maintenance supervised by GSA. 
(3) Complete occupancy of a privately owned building with 
lease and building services under jurisdiction of GSA. p 
b. In all cases, severe economies practiced by jurisdictional agency 
offer minimum space allocations which do not provide adequate 0 
office privacy or conference facilities. In categories (2) and (3) above, 0 


standards applied allow 85 square feet per person, admittedly inade- 
quate for proper conference or private office space. 
c. In category (3), economies extend to the provision of, in one 
case, a converted warehouse more suited to the storage of goods than 1 
to occupancy by clerical staffs. , 


_ d. Deterioration of morale and prestige is further engendered by . 
inadequate janitor services again caused by fund limitations applied - 
by the GSA. * 
Frspruary 17, 1956. P 
Tas No. 8 
1. SUBJECT: ROTATION OF OFFICER PERSONNEL 
2. BACKGROUND 

The surveys and investigations staff of the House Appropriations 
Committee, in its report January 1956 on above subject, made com- pe 
ments regarding rotation of officer personnel. References appear in: ; 
a. Il ‘Summary of Findings, paragraph 11, page 5 (p. 11 of this ti 
hearing). bs 
b. V-E-2, Rotation of Officer Personnel, pages 44—46 (p. 30 of this f 
hearing). 
The above passages state that the high rate of turnover in per- th 


sonnel engaged in procurement and contract administration functions 
has seriously affected the efficiently of these functions. Training of 





231 


personnel in these operations, where it has existed, has been haphazard. 
They further state that a solution to the turnover problem would be 
to assign officers to these functions for at least 3 and preferably, 4 years. 

On June 9, 1955, DCSLOG published logistic 's directive 151, subjec 
Personnel Fite Dein of Key Military Procurement Officers, 
requiring: 

. Chiefs of technical services to be responsible for selection, train- 
ing, and utilization of qualified key military procurement officers 
defined in terms of rank as lieutenant colonel or higher. 

b. Stabilized tour of duty for key procurement officers to a minimum 
of _ vears. Exceptions require approval of DCSLOG. 

An annual report of key procurement positions, incumbents 

milits ary or civilian), and data of entry to position. 

The technical services of the Army are emphasizing the optimum 
utilization of officers with the maximum qualifications for assignment 
to}key procurement positions by: 

a. Scheduling military or civilian schooling, as required, at: 

Army procurement course, Fort Lee, Va. 
(2) Army supply management course, Fort Lee, Va. 
(3) Management courses at civilian universities. 
(4) Quartermaster subsistence technology course, Quarter- 

master Training Command, Chicago, Il. 

Training with industry at various civilian industrial 
concerns. 

Affording on-the-job training by assignment to appropriate 
procurement activities. 

ce. Selecting officer personnel for assumption of such duty by virtue 
of either military experience, military or civilian schooling, civilian 
occupation, or a combination of foregoing. 


3. RESUME OF LATEST STATUS 


On February 2, 1956, at the direction of DCSLOG, the above 
logistics directive 151 was republished as logistics directive 52-611 
and revised to delete that portion which defined the rank of key pro- 
curement officers. Under the new directive, key procurement officers 
are those officers, regardless of rank, occupying key procurement 
positions designated by the chief of a technical service. 


FEBRUARY 17, 1956. 
Tas No. 9 
SUBJECT: WEAKNESSES OF COST ANALYSIS 
2. BACKGROUND 


The committee staff, in subject report, commented on weaknesses 
of cost analysis as follows: 

Cost analysts do not assume their proper role in procurement func- 
tions, either through lack of training, cooperation with contracting 
and auditing personnel, or lack of effort to obtain operational cost 
figures from contractors’ records. Resulting in the Governments 
inability to properly evaluate contractors’ cost estimates, also that 
the cost analysis branches of some of the departments are weak and 





he 


232 


appear to be stepchildren left to themselves. Specific examples set 
forth in the report pertain to Navy and Air Force contracts. 


8. RESUME OF LATEST STATUS 


Technical service comments and DCSLOG agencies having cogni- 
zance indicate that the cost analysis branch of procurement installations 
has equal or greater importance than other members of the contractin 
officers team and provides direct liaison between contracting an 
auditing agencies. In incentive and price-revision type contracts, 
cost analysis is considered a major activity. The absence of cost 
principles for price-revision type contracts is recognized as a weakness 
in the cost principle guidance presently contained in ASPR. A revised 
draft of ASPR, section 15, contract cost principles, is presently being 
edited by the ASPR editing committee and it is anticipated that it will 
eliminate most of the existing weaknesses. Technical services have 
promulgated instructions to provide that field cost and price analysis 
activities operate to insure sound and effective pricing of contracts. 
Cost and price analysis field activities are visited and surveyed 
periodically to insure that such activities are efficient and effective. 
The present trend in Army contracting is to use firm fixed-price 
contracts and avoid the use of price redeterminable type contracts 
when practicable. 


Fresruary 17, 1956. 
Tas No. 10 


1. SUBJECT: POLICING DELIVERY SCHEDULES 
2. BACKGROUND 


The committee staff, in subject report commented on policing de- 
livery schedules as follows: 

a. Unrealistic delivery schedules in production contracts. 

b. Lack of intensive effort to require contractor’s adherence to 
contract delivery schedules. 

c. Recommended inclusion of penalty clauses in contracts where 
deliveries are a significant factor in the selection of a particular con- 
tractor. 


3. RESUME OF LATEST STATUS 


Technical service fact sheets and DCSLOG agencies having cogni- 
zance of contract delinquency of delivery schedules indicate as follows: 

The ability of a contractor to deliver on an estimated schedule is 
one of many factors which must be considered in placing a contract. 
The Army and contractors recognized that superimposing of defense 
production requirements on concentrated commercial activity such 
as occurred during the Korean situation, would require many adjust- 
ments particularly in the subcontracting structure. Original delivery 
schedules as incorporated in contracts were recognized as a best-effort 
situation. Definite factors that delayed delivery not within the con- 
trol of contractors were: 

a. The material control system was not effective in this regard. 

b. Inability to secure critical machine tools on schedule. 

c. Delayed delivery by the Government of drawings and specifica- 
tions. 
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d. Changes in production requirements dictated by the Government 
to meet changing situations. 

e. Issuance by the Government of engineering change after pro- 
duction was started. 

f. Shortages of skilled and unskilled labor. 

The Department of the Army by vigorous continuing effort has 
reduced delays in deliveries and has accomplished substantial im- 
provement in this area. 

With reference to the committee’s recommendation that adherence 
to delivery schedules be effected by inclusion of penalty clauses in 
contracts the Department of the Army uses liquidated damages 
clauses only in exceptional cases where close adherence to delivery 
schedules is a primary factor. The theory of liquidated damages to 
insure delivery, production or performance is not fully effective when 
apphed within the framework of Army contracting. When a liqui- 
dated damages clause is included in the contract it is normal that the 
contractor will include a contingency in his bid thus increasing the 
overall cost of the procurement. 

The Department of the Army considers the current policy of relying 
on careful selection of contractors, making preaward surveys, close 
supervision of contract performance and timely use of the defaults 
article is a more effective and economical method of attaining satis- 
factory compliance with delivery schedules, except in unusual cases 
where prompt delivery is mandatory and deliveries offered are given 
a value in selecting a contractor. 

FEBRUARY 17, 1956. 
Tas No. 11 


1. SUBJECT: MISUSE OF PRODUCTION FUNDS FOR R. AND D. 


2. BACKGROUND 


The committee staff, in subject report commented on the misuse 
of production funds for research and development as follows: 

Production funds are extensively used for research and development 
work. There is no clear cut written policy differentiating between 
development and production-type contracts. Specifically mentioned, 
were Army Signal Corps items AN/GRC-—19 radio set, TA—43 tele- 
phone, AN/TRC-20 radio set, AN/FGC-29 terminal telegraph, and 
a series of fixed plant teletypewriter equipment. 


3. RESUME OF LATEST STATUS 


The rearmament program initiated in the winter of 1950-51 for 
support of the Korean conflict far exceeded known demands. In 
many instances it was necessary to make a choice between procuring 
World War II substandard equipment or implementing an extensive 
program of accelerated procurement and production of superior type 
items in advanced stages of development. These choices were made 
after consideration of availability of plant capacity and _ tooling, 
lead time in getting into production, new manufacturing techniques 
and time necessary to complete development and service tests of the 
items. 
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As an alternative, the Army could have ordered World War II 
types of equipment and by 1954 would have had several billion 
dollars’ worth of usable equipment onhand. This equipment, however, 
would have been obsolete from the viewpoint of modern industrial 
capabilities and the true requirements of the Army. Following a 
decision to procure the latest equipment it was necessary to exert 
every effort to accelerate development, shorten the service test period, 
and take full action to start production as soon as possible. In some 
cases it was necessary to telescope final development, test, and pro- 
duction into a single contract. The Department of the Army con- 
siders the results justified the use of production funds in those cases 
where it became necessary to complete research and development work 
concurrently with production. This, of course is not the normal 
peacetime procedure. 

The Army policy as to the use of R. and D. appropriations is based 
on DOD Instructions No. 7220.5 and is included in the Army ma- 
teriel program and the Army research and development program. 
It provides guidance as to what constitutes research and what con- 
stitutes production for the purpose of insuring to the maximum 
extent possible that funds appropriated for production are not used 
in research. 

In general, the use of P. and P. appropriations provides for procure- 
ment of items for testing purposes to determine if the item is suitable 
forinclusion in the Army inventory. R.and D. appropriations provide 
for procurement of items to demonstrate feasibility of design concept. 
No single policy categorically determines the propriety of the use of 
P.and P. fnuds in support of research and development program. Such 
decisions are rendered on an individual case basis as a result of in- 
dividual line item examination. However, asa general rule, P. and P. 
funds are utilized for item procurement if the concept of design has 
been reasonably accepted. 

Fespruary 17, 1956. 
Tas No. 12 


1. SUBJECT: AUDIT LIAISON WITH PROCUREMENT ACTIVITIES 
2. BACKGROUND 


The committee staff in subject report comments on audit liaison 
activities as follows: 

a. Cooperation between auditors and procurement personnel, which 
exists to a minimum in some areas, should be required by higher 
authorities and, on page 71 (pp. 43 and 44 of this hearing), that the 
lack of a set of cost principles which can be recognized by contracting 
officers, auditors and contractors as being applicable to price rede- 
terminable contracts has in our opinion contributed to nonrecognition 
of audit findings and has hindered effective coordination between 
auditors and contracting officers. 


3. RESUME OF LATEST STATUS 


a. The Department of the Army is aware of the fact that the 
cooperation between auditors and procurement personnel has not 
been all that is desirable. This matter has been the subject of careful 
attention during recent months by the Assistant Secretaries of the 





Army, DCSLOG and the Comptroller of the Army. In compliance 
with instructions contained in a memorandum from ASA(L) to the 
Chief of Staff, Subject: Relationship of the DA contracting officers 
and the AAA, dated January 10, 1956, the DCSLOG and COA jointly 
investigated the matter. Summary sheets have been submitted to 
the Chief of Staff stating the respective positions of DCSLOG and 
AAA on the areas of disagreement. 

b. The Army policies on relationships between contracting officers 
and auditors are stated in APP dated May 5, 1954. Pertinent para- 
graphs are APP 1-402 which states, ‘‘prope rly designated contracting 
officers are granted all authority conferred by law (ASPR) this pro- 
cedure, and by procuring activity instructions but only to the extent 
as limited therein and as that authority may be limited in the orders 
designating them as contracting officers.”’ 

c. APP 30-207c states ‘audits will be performed when requested 
by the contracting officer or when deemed desirable by the AAA 
regional director.”’ 

APP 30—207.2a (2) states ‘‘the Army Audit Agency has the dis- 
cretionary right to audit any redeterminable price contract.” 

The Hoover Commission Task Force on Procurement states 
under recommendation 3, contract auditing, “the role of the contract 
auditor vis-a-vis the contracting officer should be defined in terms 
which make it clear that the former perform a service for the latter 
when called upon.’’ 

DOD concurs that the role of the auditor should be that of 
service to the contracting officer and should be so defined in the 
contract audit manual. Action is being taken to make aa appro- 
pointe revision in this manual. 

In an Army Audit Agency fact sheet pre Pr on the subject: 
Audit liaison with procurement activities (pp. 74, 75 of th e report and 
pp. 45 and 46 of this report) statistics were given for calendar year 
1955 on the number of contract conferences held by Army procure- 
ment in which AAA auditors were invited to attend. This analysis 
shows a sharp rise in AAA participation in such conferences in the 
third and fourth quarters and reflects conformance bv hotles procure- 
ment and audit personnel with an Army directive issued in August 1955 
which emphasized more extensive liaison between the two agencies. 

q. DCSLOG feels that revision of APP as stated in recommenda- 
tions below, coupled with a clarification of the cost pri inciple S al ne 
their applicability to fixed price contracts (this is covered in separate 
fact sheet) will do much toward improving the relation between 
contracting officers and the auditors. 


FEBRUARY 17, 1956. 


Tas No. 13 
1. SUBJECT: INCOMPLETE AUDIT PROCEDURES 
2. BACKGROUND 


The committee staff in subject report comments on incomp! 
audit procedures as follows: 

Uniform audit procedures for incentive and price revision con- 
tracts are lacking and should be pepe <i without further delay. 
The responsibility for principles, policies, and procedures for the audit 
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of procurement contracts was placed with the Comptroller of DOD 
by Public Law 216, 81st Congress. In June 1952 the Comptroller 
issued a contract audit manual which prescribes auditing policies and 
procedures for use by audit agencies of the three military departments. 
This manual is incomplete and contains a statement that audit pro- 
cedures for fixed-price contracts will be published at a later date. 
The staff makes recommendation that the Comptroller’s staff exert 
additional efforts to complete the procedure to provide all military 
departments with a uniform basis for negotiation of fixed price con- 
tracts, and that in the interim some uniformity is accomplished 
through the issuance of joint letters by the heads of each audit agency 
and through discussion and liaison between departments. 


8. RESUME OF LATEST STATUS 


a. The contract audit manual referenced above is supplemented 
within the Department of the Army by audit instructions which 
implement basic policies and procedures at the working levels. The 
implementing instructions published for guidance of AAA auditors 
is identified as Audit Instruction Series. Recently this series has 
been incorporated in an Army audit agency manual which eventually 
will supersede all instructions previously issued as AIS. A compre- 
hensive treatment of fixed-price contract audit is contained in AI 
229-5, dated March 2, 1953. An ASPR committee appointed May 
16, 1953, has under consideration the development of a set of princi- 
ples applicable to fixed price contracts. 

b. A revision of ASPR section XV, cost principles, drafted by the 
subcommittee has been circulated to industry groups and interested 
departments of the Government for comment and/or concurrence. 
The revision is now in the editorial phase and will be included in 
ASPR in the near future. 

c. APP 7-152 establishes the policy to be applied to the adminis- 
tration of price redeterminable contract clauses. 

d. The Department of the Army generally has within its system of 
checks and balances adequate means of evaluating the result of con- 
tract negotiation actions to generally attain its procurement. objective 
to obtain its requirements on time and at a reasonable price. 

e. The Secretary of Defense in his comments on the. Hoover Com- 
mission report concurs in recommendation No. 3, “Take steps to 
establish an effective contract pricing policy and to see to it that 
pricing techniques and procedures directly support such policy’”’ and 
that “‘the role of the auditor should be that of service to the contracting 
officer and should be so defined in the contract audit manual.”’ 


Tas No. 14 
SUBJECT: SPARES AND SPARE PARTS 
1. BACKGROUND 


a. The subject report deals eer with current procurement 
practices of the Department of Defense. However, brief mention is 
made of requirements computational procedures and specifically of 
those procedures applying to spare parts. The conclusions and re- 
marks are contained in item No. 10, page 5 (p. 11 of this hearing) and 
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in discussion on pages 76 through 83 of the report (pp. 46-49 of this 
hearing). 

b. Item 10 is a statement covering the general conclusion of the 
reporting staff on the weaknesses, inaccuracies and inadequacies of 
requirements computational systems of the three departments. In 
pages 76 through 83 (pp. 46-49 of this hearing) specific areas and 
departments are discussed. The comments on these pages, where 
they apply to the Army, are commented upon in the discussion 
below. 


2. DISCUSSION 


a. Army supply control system.—General: Text on page 77 (p. 48 
of this hearing) describes very briefly how spare parts are supply con- 
trolled in the Army. One very important point is omitted from this 
description however. This is the fact that supply control procedures 
of the technical services are under command supervision of DCSLOG. 
This includes promulgation of uniform policy and procedures covering 
every element of supply control (requirements, stock management, 
procurement, maintenance, and disposal) and a detailed review of 
actions taken. Thus, in fact, there is only 1 supply control system in 
the Army, not 7 as is implied. 

b. Determination of requirements—(1) General: (a) Statements on 
page 78 (par. B) (p. 48 of this hearing) attempt to disparage the supply 
control studies currently used by the Army. This paragraph states 
that budget computations differ from procurement computations. 

(b) All requirements computations must start with the collection 
of basic information (stock on hand, due in, due out, and issue or 
demand experience data), progress to the computation of basic fac- 
tors (demand rates and programing change factors) and then to the 
application of these data to the basic elements involved (levels, con- 
sumption, and allowances). Displaying all these elements of data on a 
supply control study form permits their extension through future iime 
periods so that phased requirements can be forecasted realistically. 
This is the purpose of the supply control system. 

(c) Army budget requirements differ from procurement require- 
ments only in point of time. Whereas the budget reflects 1 year’s 
requirements, each procurement action reflects only the projected net 
demands between buying cycles. In case of repair parts this is limited 
to a maximum of 6 months, except for items under $1,000 annual 
demand which may be bought annually. 

(d) It is true that the accuracy of requirements computations are 
dependent on the validity of inventory data. It would be folly to 
state that inventory data reported by Army depots are 100 percent 
accurate. It is also unwise to judge this accuracy conclusively on 
the basis of the ‘‘numerous examples’’ to which the report refers 
(p. 79) (p. 48 of this hearing). The Army recognizes the need for 
improvement in this area and has taken steps to improve the accuracy 
of inventory data. 

(2) Coneurrent spare parts.—(a) Page 79 (par. 1) (p. 48 of this hear- 
ing) attempts to describe the Army system of concurrent spare part 
procurement. It is true that Army procurement of concurrent spare 
parts has in some instances been based on the contractor’s recom- 
mendations. However SR 700—70-15 published in December 1953 
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rohibits this practice except by specific authority of DCSLOG. 
Major provisions of this regulation are: 

1. Concurrent spare parts procurement will be accomplished 
only when end items new to the supply system or representing a 
technical change from existing end items are introduced into the 
Army supply system. 

2. Only those parts peculiar to the end item and not already in 
the supply system will be considered for concurrent procurement. 

3. Of these, only organizational and field maintenance parts 
are included in concurrent procurement lists. 

4. Quantities of concurrent parts so procured are sufficient only 
to fill the peacetime pipeline and provide for consumption until 
actual usage rates can be established. This quantity is limited 
to a maximum of 1 year’s expected consumption, not life of type 
as may be the case in other instances. 

5. Initial consumption rates are based on engineering estimates 
computed by Army technical maintenance organizations modified 
by actual usage data available for similar parts currently utilized 
for the same purpose. 

6. Slow moving-nonfunctional parts are not procured con- 
currently. 

(b) Contractual methods and provisions for obtaining concurrent 
parts: 


1. The Armed Services Procurement Regulation, Army Pro- 
curement Procedures and pertinent Technical Service procure- 
ment instructions govern the procurement of concurrent parts. 


2. Parts requirements may be incorporated in the end item 
contract by one of the following means: 

a. A predetermined parts list, developed by the Technical 
Service and incorporated into and made a part of the 
contract. 

(b) An “item to be determined” parts provision for the 
purchase of parts in quantities not to exceed a fixed dollar 
percentage of obligated dollars limitation included in the 
contract. This fixed percentage of obligated dollars limita- 
tion is included in the contract. This amount or percentage 
will not exceed 15 percent of the dollar value of the end items 
being procured without prior justification to and approval of 


DCSLOG. 


(3) Replenishment spare parts.—(a) Text on pages 80 through 83 
(pp. 48 and 49 of this hearing) states that the present system for 
computing replenishment spare parts requirements is complex and 
detailed. This statement is true. In an organization the size of 
the Army there is no simple method of computing requirements. 
The method prescribed by DCSLOG for computing spare parts 
requirements has been greatly simplified during the past 2 years. 
However, every time a process of this kind is simplified the chance 
for error increases. The Army recognizes this and has prescribed 
a system which while being relatively simple is protected against 
the ill effects of unavoidable inaccuracies by frequent review and 
short-term procurement. The supply control studies used by the 
technical services, while appearing complex to the uninitiated, 
contain the minimum information essential for any reasonably accurate 
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requirements computation. They are not nearly as difficult to com- 
pute as the report infers. 

(b) The report states that Army spare parts requirements are based 
on issues rather than demands. It further states, however, that the 
Army has issued logistic directive 181 which stresses the necessity of 
acquiring demand or sage data. The Army has actually taken action 
of a more positive nature. In October 1955 the Army field stock- 
control system was established. This system will make available 
actual usage information for requirements determination. This is a 
tremendous undertaking but there is no easier way to do the job. 


3. CONCLUSIONS 


The computation of repair parts requirements is a complex 
pro ess involving many variable factors difficult to predict. 

. The Army has established uniform fo. e for all of its technical 
services. This guidance provides for the most simple method of 
computation commensurate with re aueiihe accuracy. It provides for 
reduction of the ill effects of unavoidable inaccuracies by means of 
frequent review and analysis and by short-term procurement, and 
scheduled staff reviews. 

The Army’s budget formula is the same as its procurement 
a but covers a different time period. 

. The Army’s concurrent procurement formula provides for 
minimum qu: intities of spare parts new to the supply system necessary 
to bess = sy new end items until usage information can be determined. 

The Army is continually reviewing and revising methods for 
sunniiininn and improving the accuracy of its spare parts requirements 
computations. 

Frsruary 17, 1956. 


Tas No. 15 
1. SUBJECT: SPARES AND SPARE PARTS—PROCUREMENT PRACTICES 
2. BACKGROUND 


The House committee report states “there would appear to be an 
opportunity for the services to eliminate many of the so-c ‘alled pro- 
prietary items from the parts system by (1) determined and inte lligent 
effort to develop precise specifications and obtain drawings of such 
items, to make effective competition possible; (2) impose severe 
penalties on manufacturers who refuse to furnish complete production 
drawings of such parts; (3) comprehensive review of parts so classified 
to determine their availability from other than a sole source; and (4 
more concerted efforts to secure competition from the basic parts 
manufacturers rather than solicit end item producers as the only 
available source. 


8. RESUME OF LATEST STATUS 


It is the policy of the Department of the Army to obtain competition 
on all procurement where such competition exists. The Department 
of the Army recognizes that widespread competition is ri ible on 
procurement of all items. At the same time, it must be recognized 
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that widespread competition cannot be obtained when the item or 
part is proprietary and drawings and specifications are private property 
and available to only a single source. 

Contractors and industrial associations maintain that drawings 
and technical information pertaining to their own products are the 
lifeblood of their organizations, and that they should not be requested 
give up this information to the Government with the Government 
having the right to turn it over to their competitors. 

With respect to the compulsive obtaining of drawings for the 
purpose of developing competition, it is Department of the Army 
policy to obtain manufacturing drawings and specifications under 
only two conditions as follows: 

(a) Covering any item developed as a result of a research and 
development contract to the point where it is ready for production, 
as an incident to the performance of research and development work. 

(6) Whenever the Government needs the drawings and they can 
be obtained for a fair and reasonable price by negotiation with the 
owner. 

As a practicable matter we cannot force a contractor to furnish us 
drawings on a product he has developed with his own capital. The 
Constitution, statutory laws, and the United States courts recognize 
the rights of industry to safeguard engineering design generated at 
the expense of industry. Therefore, other than by negotiations, there 
is no method of forcing industry to give up proprietary rights. 

The Army has taken positive steps to remove proprietary items 
from its supply system wherever feasible and possible, by designing 
items to replace proprietary items. 

Spare parts are procured from only one firm as a sole source of 
supply when it is impracticable to draft adequate specifications or 
other adequate description, and it is determined that only one manu- 
facturer can furnish the required parts. In the absence of definitive 
specifications, and when spare parts cannot be adequately identified 
by purchase descriptions because of unknown technical considerations 
involved in manufacture or composition, the commercial parts which 
are known to be acceptable are listed on purchase requests followed 
by the words “or equal’’ in order to broaden competition. 

Admittedly using the term “or equal” as a specification is not, 
generally speaking, a desirable procurement practice. When spare 
parts are require ‘for a proprietary item and only the developer or 
owner of the item has the drawings and specifications and is unwilling 
to release them, this is one method of obtaining an element of com- 

etition. Elimination of the phrase “or equal’ from invitations for 
ids would unquestionably meet with great disfavor among many small 
businesses, since permitting “or aaa bids on proprietary items and 


spare parts therefor is the only method available to enable many 
small business concerns to participate by using their own ingenuity 
in duplicating the required item or part. 
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Tas No. 16 
Fresruary 6, 1956. 


SUBJECT: PROCUREMENT OF GOMPRESSORS AND SPARE PARTS FOR 
PORTABLE FLAMETHROWERS 


2. BACKGROUND 


The subeommittee report, on page 103 (p. 59 of this hearing) 
criticized the purchase practice that has led to sole-source procure- 
ment of parts, which has resulted in the Government having to pay 
exeessive prices for the purchase of end items in order to utilize 
spare parts already in the Government inventory. An example 
was given of one technical service (presumed to be the Chemical 
Corps involved in the purchase of M1 compressor) justifying an 
expenditure of $130,000 in excess of the low bid on an end item on 
the basis that the cost involved in establishing a parts inventory 
of the low bidder’s parts, together with the cost of preparing spare 
parts catalogs and operational manuals for same, would exceed the 
apparent saving of $130,000. It was stated that this thinking if 
carried to an ultimate conclusion would make it impractical for the 
Government to accept a low bid if the parts and manuals of a higher 
bidder were already in the repair parts supply system. 


3. RESUME OF LATEST STATUS 


During the Korean emergency the Chemical Corps had requirements 


for 702 each subject item. The Chemical Corps had no drawings of 
the design of the compressor unit. The specification available was a 
performance type specification and merely stated what the compressor 
should accomplish, physical limitations, weight, etc. The a pro- 
ducer for this item during World War II was Ingersoll Rand, and 
contact with other leading compressor manufacturers during the years 
1946 to 1948 indicated that very few facilities could complete this 
item. Problem areas in the procurement of this item were 

a. Very few manufacturers produced a high-pressure compressor. 

b. Ingersoll Rand was. the only manufacturer having the tooling 
setup required for the M1 compressor. 

c. Only Ingersoll Rand compressors and spare parts were in the 
Chemical Corps spare parts supply system. Catalogs and manuals 
were based on Ingersoll Rand items. 

In view of the information above negotiated procurement was con- 
sidered to be in the best interest of the Government. On the first 
requirement of 344 each, requests for proposals were sent to 3 com- 
panies, 2 of which responded, Ingersoll Rand and Worthington Pump 
& Machinery Co. At the time of evaluation of the proposals it was 
determined that although Worthington Pump & Machinery Co. had 
submitted the lowest bid, which was approximately $40,000 beneath 
the bid of Ingersoll Rand, the establishment of a second supply line 
of repair parts, catalogs and maintenance manuals for the Worthington 
Pump compressor would more than offset any savings if award were 
made to them. It was estimated that to establish another line of 
supply for the Worthington compressor would cost the Chemical 
Corps approximately $112,000 for additional spare parts for 1-year 
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maintenance, and printing of new manuals. In addition, various 
echelons would have been required to maintain two sets of repair 
parts, repair parts catalogs, and maintenance manuals for subject 
compressor resulting in additional costs. It was the opinion of the 
contracting officer and the Chemical Corps that the best interests of 
the Government would be served if there were only one model com- 
pressor in the field. 

The second procurement, which was for 358 compressors and repair 
parts in the amount of $29,145, was awarded to Ingersoll-Rand for 
the same reasons as given for previous award. 

The total number of units purchased from Ingersoll-Rand was 702 
units. If contracts had been awarded to Worthington Pump based 
on their bid price of $1,978 per unit, Worthington’s price would have 
been $76,694 under the Ingersoll-Rand price. The apparent savings, 
however, would have been more than offset by the duplication of 
repair parts, catalogs, and maintenance manuals which would be 
involved. 

Taste No. 17 
Freprvuary 27, 1956. 


1. SUBJECT: AIR FORCE RECORDING OF ARMY ASSETS 


2. BACKGROUND 


Report to the Committee on Appropriations, United States House of 
Representatives, on Procurement Policies and Practices, Department 
of Defense, prepared by surveys and investigations staff, House 
Appropriations Committee, January 1956, alleges in paragraph VI, 
D.II that the quarterly stock position reports furnished the Army 
contain numerous errors and that little reliance can be placed on 
those reports. An analysis by the staff of the report covering the 
second quarter of 1955 indicated 40 percent of the line items had 
unaccountable differences. Further, that as a result of the un- 
reliable records the Transportation Corps has established liaison 
offices at Air Force depots to maintain surveillance over trans- 
actions involving Army assets. In a 2-year period these liaison 
offices have found over $3 million of Army assets erroneously posted 
to Air Force accounts. That as a result of the erroneous posting 
of the records, certain Army stocks have been shown to be in 
critically short supply when, in fact, they were not. 

The allegations continue to the effect that the Army ‘is dissatisfied 
with the way the Air Force has handled the depot supply of Army 
aircraft parts. Further, that an agreement has been worked out 
between the Air Force and the Army to transfer the depot functions 
to the Army. The staff points out the greatly increased costs to 
result therefrom and indicates that it would be much cheaper for the 
Air Force to keep its supply records straight and to continue the 
depot activity for Army aircraft parts. 


3. RESUME OF LATEST STATUS 


Certain Army air items have been lost from the Army equity in the 
Air Force stocks. In an effort to purify the data regarding Army 
stocks, the Army has placed liaison officers at the Air Force depots. 
The Air Force has been cooperative and conscientious in its effort to 
supply the Army accurate data as to stocks. However, the desired 
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results have not been attained nor does it appear at this time that they 
can be achieved due to the differences between Air Force and Army 
logistic systems. This is best illustrated as follows: The Air Force 
with high-speed, long-range aircraft, operating from well to the rear, 

performs maintenance on its aircraft in the rear areas usually with all 
echelons performed in one location in the near vicinity of an Air Force 
depot. ‘Therefore, when parts are issued from depot stocks they may 
properly be considered as having been consumed and are no longer 
reflected as being within the supply system. While on the other hand, 

the Army’s airer raft are of slower speeds and shorter range and operate 
from within forward areas. Accordingly, Army aircraft maintenance 
is performed by using organization (ist and 2d echelon) within the 
organization’s area. Field maintenance of Army aircraft is done by 
Transportation Aircraft Maintenance Companies usually located in 
Corps (3d echelon) and Army (4th echelon) areas. The flow of 
maintenance spare parts within the Army is from dene to field-main- 
tenance companies to using units. Under the Army system spare 
parts are echeloned from depots to the Transportation Aircraft Main- 
tenance Companies (3d and 4th echelon). Such parts are, under the 
Army logistic system, considered as being in supply channels until 
actually consumed or issued below the field maintenance level. 

The quarterly stock position reports received from the Air Force 
show only those transactions at depot level and therefore do not pro- 
vide a complete picture as far as the Army is concerned. 

Z he incompatibility of the two logistic systems result in: 

The lack of adequate and timely stock status information has 
required the Army to employ an excessive lead time in computing its 
anticipated requirements for replenishment procurement. 

b. Nonavailability of issue experience and clear delineation between 
recurring and nonrecurring issues has prohibited proper budgeting for 
subsequent procurement of aircraft spare part. 

Aircraft parts returned to Air Force depots from Army installa- 
tions, for rebuild, have frequently been lost from Army equity, due 
to the requirement for transfer to Air Force for contract overhaul. 

d. Excessive administrative lag exists between critical supply situa- 
tions at the depot and the reporting of the situation to the Army 
agency competent to take corrective supply action. 

No worldwide inventory report, including quantities of Army sup- 
plice in oversea depots, is available due to the absence of such informa- 
tion from Air Force reports. 

The Army spare parts received, stored, and issued by the Air Force 
constitute less than 3 percent of the Air Force depot transactions. In 
view of the basic differences between the two logistic systems the 
purification of the Air Force stock records would not eliminate the 
inadequacies resulting from the incompatible systems nor is it feasible 
for the Air Force to establish a parallel system designed exclusively to 
meet the Army’s requirements. 

The staff report on page 123 (p. 69 of this hearing) contains the fol- 
lowing statement: “From the silloouichdbei received it would wapane to 
be much cheaper for the Air Force to keep its supply records straight 
and to continue the depot activity for Army aircraft parts.’ The fore- 
going appears to be based on the statement by an Air Force representa- 
tive to the effect that in 1954, 1,020 military and civilian personnel were 
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required to handle Army assets in Air Force depots. Also, the state- 
ment by an Army representative to the effect that the Army estimates 
that over the next 5 years 3,042 additional personnel will be required by 
the Army to take care of the additional depot activities. There were 
other statements to the effect that the Air Force estimate of its cost 
for handling Army assets have been approximately $3 million per year 
and that the Army depot plan estimates additional funding require- 
ments of $376 million over the years 1956 through 1960. An examina- 
tion of the statements indicates that the $3 million per year estimate 
by the Air Force is limited to depot supply handling and personnel 
costs related thereto. For instance, the estimated 1,020 personnel, if 
employed at an average annual salary of $4,200 per individual would 
cost approximately $4.2 million per year. The Army estimate of 
$358,387,401 not $376 million indicated by the unidentified Army 
representative, for the period April 1, 1956, through June 30, 1959, 
covers, in addition to depot-supply activities, those other costs incident 
to the complete support of Army aircraft, that is, depot-contract 
maintenance, repair parts for depot and field maintenance and trans- 
portation costs from production to consumption. Therefore, it be- 
comes apparent that the statement regarding the $3 million per year 
pertains to a portion of the depot-support activity encompassing 
only supply handling. The Army depot-support plan estimate of 
$358,387,401 encompasses complete depot support for Army aircraft 
for a period of 3% fiscal years. These are not additional funds but 
represent total priced resource requirements for both services (D/AF 
and D/A) for complete support of Department of the Army aircraft 
for the 3% year phasing period. 

On page 122 (p. 69 of this hearing) the staff report states that the 
Army will require 3,042 additional personnel to take care of the addi- 
tional depot activities. The Army’s total estimated requirement for 
personnel is 3,255 civilian and military. This includes 641 persons for 
depot supply handling. The 3,255 figure represents total personnel re- 
quirements for depot supply, receipt, storage and issue, depot mainte- 
nance and stock control on a worldwide basis. These are not additional 
functions to the Department of Defense since the functions are pres- 
ently being performed. 

To relate the cost of the Army aviation depot supply plan to the 
specific area of supply handling in depots the following comparison of 
costs for those functions is made: The Air Force estimate of 1,020 
military and civilian personnel with a total cost estimated to be 
$3 million per year. The Army estimates that upon complete assump- 
tion of depot supply support functions a total of 635 civilians and 6 
military will be salen for receipt, storage, issue and accounting for 
Army aircraft repair parts at a maximum annual cost of approxi- 
mately $2,756,000 in the third year. The Army estimate is based on 


support requirements for aircraft through fiscal year 1959 and reflects 
the increased workload resulting from the increased number and more 
complex Army aircraft over those of 1954. 

The Army estimate of priced resource requirement of $358,387 ,401 
for 3% years is broken down as follows: 





Contractual maintenance $34. 10 
Temporary duty . 43 
Personnel: 
Supply handling 5. 28 
Other than supply handling . 90 
Construction 3. 97 
; ao 
Equipment . 72 
Supplies (spare parts) hs 291. 86 
Transportation ». 89 
The above funds requirements will be funded initially by both the 
Air Force and the Army. Under the phasing of the depot plan, the 
Army would become independent of the Air Force at the beginning of 
the fiscal year 1959. 


Tas No. 18 
FEBRUARY 17, 1956. 


1. SUBJECT: “DELAYED DELIVERIES AND UNREALISTIC DELIVERY 
SCHEDULES”’ 


2. BACKGROUND 


Under provision of ASPR 1-307.1 (b) contracting officers are 
directed to conduct special preaward surveys to insure that a 
contractor is able to comply with the required delivery or performance 
schedule. Proposed ASPR 3-701.1, “Responsibility of personnel 
determining requirements” emphasizes the importance of specifying 
reasonable delivery schedules from the time the requirement is planned 
until the schedules are agreed to and incorporated in a contract. This 
proposed ASPR clause also points out the unfavorable effect on price 
which results from inadequate planning of delivery requirements. 
Although preaward surveys include a review of the contractor’s 
performance from a delivery standpoint and despite best evaluation 
of a contractor’s capability to meet delivery schedules, trouble areas 
often develop which need close liaison and cooperation by all concerned 
to obtain reasonable and timely results. 

Contracting officers may not, except in those few instances in which 
the First War Powers Act is used, extend or amend contracts without 
consideration. There are other provisions in the normal production 
contract which permit extension of the time of deliveries. Examples 
of such provisions are: equitable adjustments under the changes clause, 
excusable delays encountered under the contract, and failure of the 
Government to provide Government furnished property at the time 
indicated in the contract. Department of the Army policy is that 
termination for default is a most unsatisfactory means of correcting 
contractor’s failure to meet the contract delivery schedule. 


8. RESUME OF LATEST STATUS 


The trend to stabilization of design for material under production 
contracts has resulted in improved contract deliveries. Delivery 
schedules are being realistically established and met by contractors. 
Government and contractor personnel are coordinating their efforts 
to incorporate, where possible, those changes which will improve 
performance or reliability of military materiel without affecting 
contract delivery schedules. 
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Tas No. 19 
FreBRUARY 17, 1956. 


1. SUBJECT: DELAYS IN APPROVING AND PROCESSING ENGINEERING 
CHANGES 


2. BACKGROUND 


Engineering changes result from our national military policy that 
we obtain only the best possible weapons and material for our Armed 
Forces. If we wait until the best materiel is fully developed, we 
often sacrifice its early and effective use by our troops. If we contract 
production on an item at too early a time, there will be many engi- 
neering changes. The complexity of modern military equipment and 
rapid technological progress make some engineering changes probable, 
if not inevitable in materiel production contracts. Our objective is 
to balance out the advantages and disadvantages of early production 
contracts by weighing all of the factors surrounding a particular item 
of material, prior to entering into such contracts. 

{ngineering changes usually result in an increase or decrease of 
contract costs. Where requests for engineering changes are initiated 
by contractors the Government makes a technical and cost analysis 
to assure that benefits are obtained if such changes are adopted. 
Contracting personnel employ experience gained as a contract pro- 
gresses to estimate costs of engineering changes. 

ASPR 7-103.2 and 7-203.2 require contractors to assert claims 
within 30 days from receipt of a change notification. Contractors 
have in some instances been slow in submitting accurate data reflecting 
actual costs resulting from directed engineering changes. This places 
additional burden on contracting officers who determine whether facts 
warrant acceptance of late claims. The Government, through pre- 
award surveys, attempts to select contractors having sufficient 
flexibility in capacity and know-how to determine costs and adapt 
contract engineering changes without delays. 


3. RESUME OF LATEST STATUS 


Preaward survey boards approve proposed contractors prior to 
award of contracts. Materials and production equipment needs 
which result from engineering changes, are determined, where possible, 
prior to directing compliance with engineering change orders. When 
appropriate, technical assistance and/or materials and equipment are 
furnished contractors by the Government to expedite implementation 
of engineering changes. 
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Tas No. 20 


1. SUBJECT: QUESTIONS SUBMITTED BY REPRESENTATIVE 
HOUSE APPROPRIATIONS COMMITTEE HEARINGS 


2. BACKGROUND 


The following questions were submitted for the record by Repre- 
sentative Sikes of the House Appropriations Committee, January 25, 
1956: 

“a. (1) Does the Army slant the provisions of the Armed Services 
Procurement Act in favor of negotiation (under emergency conditions) 
instead of in favor of advertised competitive bidding? 

‘“(2) Can you provide the committee with assurances this will not 
take place in the future? 

(3) What steps are you taking or will you take to put procurement 
on the basis of competitive bidding in keeping with the great American 
tradition of free enterprise? 

“6. Can you tell the committee just exactly what type of material 
is being purchased by negotiation? By advertised competitive 
bidding? 

“ce, (1) Is there a tendency to shroud these negotiated procurements 
with ‘secrecy’? Why? By whose authority? 

“(2) Do the American people know whether they are getting the 
most for their money? By what means? 

“d. How do ‘escape clauses’ in procurement regulations work? 
(From subcommittee report: ‘If the performance of this service 
department is any indication of the advantages to be taken of an 
escape clause we have little hope for the future.’ This is in reference 
to all three services. Report continues, ‘It seems imperative that 
Congress review the authority contained in the Armed Services 
Procurement Act of 1947 if a system of free, competitive-advertised 
competition for American business is to be preserved.’) Do you 
have any statements to make concerning the ‘escape clause’? Why 
do the services continue to use this clause in contract negotiations?” 


8. RESUME OF LATEST STATUS 


The following statements of status are keyed to the lettered questions 
contained in paragraph 2 above: 

a. (1) “Does the Army slant the provisions of the Armed Services 
Procurement Act in favor of negotiation (under emergency conditions) 
instead of in favor of advertised competitive bidding?”’ 

The Army, under emergency conditions, has maintained a policy 
of preference for formal advertising as expressed in the following 
extract from paragraph 2-102, Army Procurement Procedures, May 
5, 1954: 

“During a period of national emergency declared by the President 
rr by the Congress, procurement by formal advertising will continue 
to be used, as the preferred method of purchasing, except when pro- 
curement by negotiation is authorized pursuant to ASPR and APP 
3-201.” 

This policy is again restated in the following extract from paragraph 
30-103a. Army Procurement Procedures, May 5, 1954: 
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‘‘Wherever practicable and feasible, procurement by formal ad- 
vertising is preferred. In the purchase of competitive commercial 
or semicommercial type items, formal advertising will be considered 
to be improper or ineffective.” 

This policy was reiterated in a communication to all Army technical 
services, February 3, 1956. 

It is noted that extracts from part 2, section III, Army procurement 
procedures, contained in the subcommittee report, were taken from 
that section of the Army procurement procedures which is devoted 
exclusively to procurement by negotiation. Section II of the Army 
procurement procedures, covers policy statements and instructions 
governing formal advertising. 

(2) “Can you provide the committee with assurances this will not 
take place in the future?” 

The policies expressed in the foregoing quoted extracts from Army 
procurement procedures will continue in effect. At the present time, 
contracts may be negotiated in the Army only when fully justified 
by the circumstances and authorized in the manner prescribed by the 
Armed Services Procurement Act of 1947. 

(3) “What steps are you taking or will you take to put procurement 
on the basis of competitive bidding in keeping with the great American 
tradition of free enterprise?”’ 

It is reiterated that the policy of the Army is to use formal advertis- 
ing as the preferred method of procurement. In addition, negotiated 
procurements are placed on the basis of competitive bidding. 

Competiton is generally sought by the Army in all negotiated pro- 
curements. With the exception of classified procurements, all re- 
quests for proposal leading to negotiation of contracts over $10,000 
receive the same publicity as do formally advertised procurements. 
This is accomplished through the posting of copies of the request for 
proposal in regional procurement offices and publicity centers, and 
through a summary of the proposed procurement published in the 
Department of Commerce’s Synopsis of United States Government 
Proposed Procurement, Sales and Contract Awards. 

6. “Can you tell the committee just exactly what type of material 
is being purchased by negotiation? By advertised competitive 
bidding?” 

The following types and categories of equipment represent the 
majority of Army purchases through negotiation: 

(1) Small purchases under $1,000. 

(2) Subsistence. 

(3) Purchases outside the United States and its possessions 
for use outside the United States and its possessions. 

(4) Classified supplies and services. 

(5) Equipment which can be obtained from only one source 
due to patents, copyrights, or secret processes. Certain types 
of photographs and teletype equipment are examples. 

(6) Newly developed items for which manufacturing specifi- 
cations are not firm. 

(7) Complex, technical items, such as certain. weapons and 
radar equipment, requiring a heavy investment in tooling and 
facilities and an extended period of manufacture. 

(8) Certain military equipment determined to be critical in 
the event of a national emergency for which it is considered 
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essential that certain manufacturers with the requisite plant 
capacity be maintained in a state of readiness. For example, 
certain types of ammunition, weapons, and communications 
equipment are included in this category. 

(9) Research and development supplies and services. 

The Army procures all of its commercial items through formal 
advertising with few exceptions. Military items which are not 
considered critical to the national defense in terms of ready availability 
in the required quantities in the event of an emergency, are procured 
through advertising. 

The very rapid development of complex, high dollar value military 
equipment in recent years, which has little relation to commercial 
equipment, and for which limited engineering ability and plant 
capacity will be available in an emergency, has largely reversed the 
dollar ratio of advertised to negotiated procurements of military items 
which existed prior to World War IT. 

c. “Is there a tendency to shroud these negotiated procurements 
with ‘secrecy’? Why? By whose authority?” 

(1) There is no more secrecy involved in negotiated procurement 
than in advertised procurement. There are no ‘undercover’’ or 
“under the table” deals. Each offerer is dealt with in an open, 
businesslike manner. Precautions must be, and are taken, however, 
to insure that the terms of a proposal are not divulged to unauthorized 
sources, including competitors. The price at which a negotiated pro- 
curement is effected is announced after the award is made. All 
negotiated procurements over $10,000, with the exception of classified 
procurements, receive the same publicity as advertised procurements. 

(2) The Army seeks competition on all negotiated procurements 
over $100, and generally obtains wide competition within the ap- 
plicable industry on all negotiated procurements over $1,000. This 
competition is the most effective means used by contracting officers 
to determine that the Government is receiving a fair and reasonable 
price. In addition, contracting officers may obtain assistance from 
Government accountants, usually located within the procurement 
organization, in the careful analysis and evaluation of the cost elements 
included in a price quotation, when the circumstances so warrant. 
This ability to analyze and question estimated costs in a proposal, 
and to obtain reductions of excessive cost estimates, is further assur- 
ance that the Government will receive the most reasonable price 
possible. All negotiated contract awards of the Army which exceed 
$25,000 are published in the Department of Commerce Synopsis of 
United States Government Proposed Procurement, Sales and Contract 
Awards. 

d. “How do ‘escape clauses’ in procurement regulations work? 
(From subcommittee report: ‘If the performance of this service depart- 
ment is any indication of the advantages to be taken of an escape 
clause we have little hope for the future.’ This is in reference to all 
three services. Report continues, ‘It seems imperative that Congress 
review the authority contained in the Armed Services Procurement 
Act of 1947 if a system of free, competitive-advertised competition 
for American business is to be preserved.’) Do you have any state- 
ments to make concerning the ‘escape clause’? Why do the services 
continue to use this clause in contract negotiations?” 
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The armed services procurement regulation was revised November 
8, 1955, to restrict the use of section 2 (c) (1) of the Armed Services 
Procurement Act of 1947 to the following classes of purchases, effective 
January 1, 1956: sl 
(1) Procurements made pursuant to labor surplus and disaster 
area programs, 
(2) Procurements made in keeping with the small-business 
programs. 
(3) Nonperishable subsistence. 
(4) Procurements for research and development for $100,000 


or less. Ct 

(5) Specific procurement programs designated by the Secre- 0 

tary of a military department. The Secretary shall make find- c 
ings fully justifying such designation, and these findings shall be \ 
reviewed at least every 6 months thereafter to determine the con- c 
tinuing need for such designation. A copy of the findings and of v 

the reports on the review shall be forwarded to the Assistant b 
Secretary of Defense (Supply and Logistics). b 
Subparagraph (5) above (specific procurement programs) was never P 
intended as an “escape clause,’ but instead as a drastic limitation on f 
negotiations. Nevertheless this subparagraph was termed an “escape 


clause”’ in the subcommittee report. The authority contained therein a 
was withdrawn by the Assistant Secretary of Defense (Supply and E 
Logistics) January 16, 1956. The subcommittee report concurs in t 
the principle of procurement by negotiation for subparagraphs (1), r 
(2), (3), and (4) above. ( 

¢ 


INDEX OF CONTRACTS 
Tab No. Contract 
Fisher Body division, GMC, DA-—20—-018—Ord-—11276 = 
Zenith Radio Corp., DA-11-022—Ord—1234, DA-—11—022—Ord-—1699 
Western Electric Co., DA-30—-069—Ord—764 
Western Electric Co., DA-—380—069-—Ord—1020 . 
Federal Telephone & Radio Corp., DA-36—039-SC-—12102 
Hazeltine Corp., DA-36-039-SC-36590 { 
Western Electrie Co., DA-36-039-SC-—66319 
Western Electric Co., DA-—36—-039-SC-—65942 
9. Western Electric Co., DA—36-039-SC—36552 
10. Hubney Bros., Inc., DA-30—-069—Ord—938 
11. Reo Motors, Ine., DA—20—-018—Ord—9194 
12. Western Union Telegraph Co., DA-36—-039-SC-36558 ' 
13. Collins Radio Co., DA-36—039-—SC-—4743 
14. Federal Telephone & Radio Corp., DA-86—039-SC-—3916 
15. Kleinschmidt Labs, Ine., DA—36—-039-SC—36548, 36549, 66320 
16. Bulova Watch Co., DA-30-075-Eng—5131 


PRESSES PR! 
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Tas No 


_ 


Fresruary 7, 1956. 


SUBJECT: INADEQUATE PRICE NEGOTIATION, T48 TANK, GMC (FISHER 
BODY DIVISION) DA-20—018—ORD—11276, 11403, PAGES 126-130 


(See pp. 70-72 of this hearing) 
BACKGROUND 


The comment made by the committee staff is with respect to 
contracts DA-20—018—Ord-—11276, dated March 7, 1951, and DA-20-— 
018—-Ord-—11403, dated November 28, 1951. The first of the cited 
contracts is a supply-capacity contract for the production of the 
M-48 combat tank. The second of the cited contracts is a facilities 
contract covering certain durable production equipment items which 
were initially provided for in the supply contract but which were 
broken out on November 28, 1951. The question has been raised 
by the staff that negotiations of supplemental agreements was accom- 
plished in haste without the available services of the Army Audit 
Agency and of personnel available within the procurement oflice. 
The record shows that the Army Audit Agency was utilized in an 
audit of those costs that affected the prices established on initial 
price redetermination, and that the auditor had not disagreed with 
the projections to the extent that reaudit was necessary for subsequent 
redeterminations. The technical personnel within the procuring office 
did examine the proposals of the contractor, and make advisory 
comment. These comments were the basis of negotiation, but were 
not the final price to which the contracting officer had to adhere in 
arriving at an equitable price. Particular areas in which the staff 
fe ss negotiation had been ineffective were: 

The allocation and reasonableness of costs in the supply-capacity 
ome 

5. Use of price-readjustment clause permitting a profit based on a 
fixed percentage of costs. 

Inspection and storage of tanks. 

Allocation and reasonableness of costs —With respect to the first of 
the areas questioned by the committee staff—allocation and reason- 
ableness of costs—the committee staff report _— ‘ates that there 
had been opinion expressed by field auditors of the Army Audit 
Agency and by one of the contract negotiators that the inclusion in 
the supply contract of costs elements of approximately $16 nee 
were improper and that such cost elements (and the facility propert 
were proper for inclusion only in the facility contract. As to this 
point, the Department of the Army in its report to the committee 
staff, dated December 28, 1955, brought out the fact that all of the 
cost elements including these facilities were initially included in the 
letter contract which had been negotiated during the December 1950 
March 1951 period. There was further pointed out that the letter 
contract executed March 7, 1951, contained provisions for the han- 
dling of facilities including special tooling. Thereafter, in November 
1951, after receipt of ASPR XIII, and drafting of a facilities contract 
form by Army Ordnance, there was broken out of this contract 
approximately $27 million (later increased to approximately $30 
million) worth of facilities, mainly in the form of durable product tive 
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general-purpose equipment. The balance of the items of property 
which consisted of property generated in the preproduction, arrange- 
ment and rearrangement, installation, and tooling-up phases of the 
contract remained in the supply contract in accordance with the 
intent of the parties. At the time of the first repricing, provision was 
made under which the Government acquired property rights to 
residual property. It is true that these cost elements were part of 
the supply contract and were included among the elements upon 
which the price (including profit) was determined in accordance with 
the form II-B pricing article contained in the contract. It is not 
correct, however, to assume that costs of facilities were improperly 
included and retained in the supply contract. A requirement of this 
contract calling for generation of capacity, greatly in excess of the 
supply increment given the contractor, was one major element which 
made it proper to continue to retain such costs in the supply contract 
rather than to attempt to establish an entirely new treatment of such 
property months after the initial contract action had been consum- 
mated and the contract was underway. 

As the staff of the committee recognized, there are many factors 
relevant to the negotiation of a fair and reasonable price. In this 
particular case, it was the responsibility of the contractor to screen, 
consolidate, translate, and phase in raw materials, facilities, industrial 
and technical manpower, tools and equipment, components and 
assemblies, and handle fiscal price relationships with its suppliers. 
This contractor had to acquire, build, and rehabilitate; arrange end 
rearrange; correlate technical intelligence for design; engage in appli- 
cations; analytical, production, and field service engineering; furnish 
maintenance service and project coordination; produce; subcontract; 
assemble; test; inspect and accept; price and pay; and pack and ship. 

The generation of property involved, in this contract, in the develop- 
ment of powerlines, crane ways, foundations, transformers, electrical 
inner lines, compressed air, water and oil lines, sewerage disposal 
facilities, sighting, air-conditioning, heating equipment, lockers, labo- 
ratories, cafeterias, X-ray machines, the regrading of land, tank-test 
track and other facilities, immersion pits for such equipment, packing 
facilities and the like, would, of course, enter into the consideration 
of price. 

To attempt to segregate these into an accounting procedure or form 
not envisaged at the time of negotiation of the contract nor contained 
in the contract, would not be in accordance with the agreement between 
the parties. The fact that the contracting officer did mutually work 
with the contractor in breaking out $30 million of durable productive 
equipment facilities into a nonprofit facility contract, indicates that 
the mutual action envisaged and provided for in the letter contract 
was taken. 

The fact is further brought out that in this particular case the con- 
tractor had to maintain an out-of-pocket current financing position 
which ranged from 60 to 90 million dollars during the initial years of 
this contract. 

To conclude, it must be reiterated that this was not a situation 
where the initial contract provided for separate treatment of all forms 
of industrial facilities. It must be reiterated, too, that this contract 
was not a contract purely for a supply increment. In this latter 
regard, at onset of contract, the letter contract was for approximately 
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95-percent capacity as against a supply increment of 5 percent, or to 
put it in the terms of combat tanks themselves—there was a supply 
increment of 438 combat tanks called for as against a capacity re- 
quirement for 9,000 combat tanks per year. It. may be also pointed 
out that until the date of the first repricing the Government had not 
paid for nor was it legally entitled to the property generated. At the 
time of repricing, provisions covering such property which adequately 
protected the interest of the Government, were included. A review 
of all elements of pricing including profit, indicates that this latter 
element was not unreasonable for the capacity generated and the 
services and supply items furnished. 

Price-adjustment clause providing for profit based on fixed percentage 
of cost.—The committee staff comments on supplement No. 21 (cover- 
ing the “runout’”’ portion of 2,100 tanks at the unit price of $95,000) 
indicates it to be the belief of the committee staff that the pricing 
arrangements in such supplement No. 21 were in direct conflict with 
the congressional prohibition against the cost-plus-a-percentage-of- 
cost system of contracting. In this regard there is cited certain parts 
of a proviso permitting an allowance ‘of profits equal to 9% percent 
when unit prices are adjusted pursuant to a price revision article. 

The committee staff failed to take into consideration the competitive 
background of negotiations concerning the award of this increment of 
2,100 tanks to Fisher Body division, GMC, and gave no recognition 
to the total contract provisions. The $95,000 unit price was in fact 
and in contract language and performance, a ceiling price which could 
not be and was not exceeded. There appeared to be some confusion 
as to price redetermination under the $95,000 ceiling portion of the 
article and that portion thereof which contractually authorizes equit- 
able adjustment and amounts to be paid the contractor by reason of 
engineering change orders. 

To recapitulate this contract action, it is pointed out that by reason 
of cutbacks in the M48 tank program it was determined that effective 
April 1, 1954, only one producer would be retained in production. 
Competition for the stretchout production of M48 tanks was narrowed 
to the Chrysler Corp. and Fisher Body division, GMC. Each sub- 
mitted proposals for continuation of production of the medium tank 
which were carefully analyzed and evaluated in light of the interests 
of the Government. Chrysler’s bid was $106,996, per tank, subject 
to upward escalation of 9% percent for a total maximum price (includ- 
ing escalation) of $117,160.62. Fisher’s proposal was for a fixed unit 
price of $95,000 per tank. No escalation provisions were quoted by 
Fisher. With consideration given to, and allowance made for a unit 
price adjustment of $1.03 in Chrysler’s unit price proposal for incor- 
poration of Fisher Body’s ECO’s, it was evident that Chrysler’s pro- 
posal was higher than Fisher’s proposal by some $46,535,139. Fisher’s 
proposal was therefore accepted for final negotiation. In the final 
negotiation Fisher further agreed to periodic revision of prices subject 
to “within”’ their quoted unit price ceiling of $95,000 provided that- 

(1) net reduction resulting from decreases in labor and materials would be 
offset by increases in burden or overhead costs; 

(2) there be acceptance of certified GM accounting data in negotiating down- 
ward adjustments; 

(2) there be an allowance of 944 percent profit of the revised selling price within 
the not to be exceeded ceiling of $95,000 prior to any downward price adjustment. 
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The contracting officer negotiated the additional arrangement for 
periodic revision of price utilizing the fixed price quoted as a ceiling, 
since the alternative would be a contract for a straight fixed price of 
$95,000 per tank without any possibility of further reductions. 

It is evident that this is not cost-plus-a-percentage-of-cost con- 
tracting. In point is a JAG opinion (JAGT 1953/3186 dated April 
14, 1953) of which the following portion is pertinent— 

The Comptroller General has uniformly held that the purpose of the statutory 
prohibition against the cost-plus-a-percentage-of-cost system of contracting 
is to prevent a contractor or subcontractor from increasing his costs in order to 
increase his profits. Therefore, it is only where the agreement is such as will 
permit the contractor or subcontractor, without restriction or limitation, to impose 
upon the Government the burden of paying increased profits and greater costs 


for the work than necessary is the purpose of the statute defeated. [Underscoring 
in original] (MS Comp. Gen. B44323, 25 Sep 1944). 


Toward this end, as is set forth in supplement No. 21, a new pro- 
vision (No. 20) was negotiated into the contract covering the 211 
tanks. The Government gave recognition to the basic elements of 
material, freight and labor, and the costs thereof, upon which the 
contractor had established its competitive price of $95,000. The 
effect of provision 20 is that, as provided, the contractor would furnish 
at 3-month intervals, beginning after July 1, 1954, statements of 
experienced costs on the same basis and in the same. detail as was 
submitted for the negotiation of the $95,000 price. If the cost experi- 
ence reflected that a net reduction of cost was experienced from those 
reflected in supplement No. 21, then a downward adjustment would 
be made in the $95,000 price. The working of this provision is 
as follows: Assuming that a downward revision for one period was 
experienced and the $95,000 price reduced, and during the subsequent 
period, an increased cost was experienced, the price could be adjusted 
upward, except that, ‘in no event shall any adjusted unit price of item 
No. 14 exceed $95,000.” By the terms of this provision, the basic 
vehicle for which the $95,000 price was negotiated could be repriced 
downward only. In actual practice the $95,000 price will be reduced 
by approximately $97.73 per tank based on Fisher cost reductions 
and by an additional estimated amount of $263.66 (approximately) 
per tank representing a reduction of engine prices from a subcontractor. 

Engineering and contract change order action subsequent to supplement 
No. 21.—With respect to engineering change orders (ECO’s) it must 
be pointed out that the normal contractual treatment was accorded 
these actions. In many instances their resultant cost effects are not 
immediately determinable and a period of time often may elapse 
between acceptance of the ECO and receipt of cost proposal appli- 
cable to an adjustment therefor. Some ECO’s resulted in no cost 
changes. Some resulted in cost decreases. Most ECO’s caused cost 
increases. Due to technical requirements, a large number of ECO’s 
were issued in the instant case. The cost effect of each was carefully 
reviewed by the district, compared with contractor estimates and 
fair negotiation of prices accomplished. After giving consideration 
to their effects on the scope of contract performance, the district 
negotiated an applicable price for each ECO. A quantity of priced 
ECO’s was then included under one contract supplement. In negoti- 
ating applicable price, a “flat formula of 9% percent’? was not, as 
implied in the statement in the committee staff report, effected. In 
the case of supplement No. 32, covering $14 million of ECO’s an 
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actual reduction of profit totaling $622,000 was effected. The overall 
estimated profit as finally included in the change order adjustments 
referred to by the committee staff was arrived at in dollars and, when 
computed as a percentage, was substantially less than 9% percent. 

Inspection and storage of tanks.—The committee staff report noted 
that a (field) inspector general reported that ‘‘tanks produced under 
contract DA 20-018-ORD-11276 were in outside storage without 
maintenance, and were deteriorating.”’ 

As indicated in the Department of the Army answer to the com- 
mittee staff, dated December 28, 1955, interim maintenance and 
preservation was delayed by reason of both lack of and changing 
requirements as to shipment and processing of the tanks produced 
during the early stages of manufacture. There was during this early 
period a lack of applicable specifications for cycle processing. Action 
was accomplished to provide for interim processing on a 90-day cycle 
and was applied to all tanks in storage on the contractor’s premises. 

At the beginning of production of the T48 tank, manufactured by 
Fisher Body under contract DA 20-018-ORD-11276 and 11403, 
preservation requirements for outside storage were in effect and were 
successfully enforced. 

These preservation requirements were contained in a specification 
(purchase description) which established procedure and method to 
protect the vehicle for a limited time in outside storage. 

In the initial phases of manufacture, it was not certain just how 
long this type of preservation could be expected to properly protect 
the vehicle, due to climatic conditions, new types of processing, ete. 

Consequently, the vehicles were very carefully inspected to deter- 
mine the success of the preservation method. 

Periodic reviews were made by the district inspectors and the key 
inspection staff at the Ordnance Tank-Automotive Command to keep 
current with the condition. In addition to this continual review, 
disassembly of a number of the components was accomplished to 
determine any degree of deterioration. 

After storage of approximately 6 months, it was determined that 
some deterioration was taking place in various components such as 
engines, gas tanks, etc., and to this extent the comment of the field 
inspector was correct. Consequently, immediate revisions to the 
preservation specifications and requirements were effected and pro- 
visions made to supplement the contract to include, among other 
things, cycling of the vehicle components to stop further deterioration. 

It is extremely difficult to establish an economical and practical 
method of successfully storing vehicles out of doors. Consequently, 
at the beginning of this program the most economical means of pres- 
ervation was at first attempted with the knowledge that revisions 
would possibly have to be made after periodic reviews. 

From the data derived from this planned program, specifications 
have been written which are believed to be the most advantageous 
for all future storage, however, complete absence of deterioration in 
outside storage is as yet unattainable. 


8. RESUME OF LATEST STATUS 


The concluding actions by the Government in repricing, in acqui- 
sition of property lists, and in layaway of this plant and facility have 
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adequately protected the Government interest and the price (includ- 
ing profit) was not unreasonable. 

6. The repricing of the 2,100 tank increment, starting with supple- 
mental contract No. 21, is not indicative of contracting on a fixed 
percentage of cost basis. 

c. All tanks in question have been shipped from Fisher tank plant 
after being subjected to these finalized processing requirements elim- 
inating any further deterioration. Any corrosion that may have 
existed will not materially affect the life expectancy of the vehicle. 


Tas No. 2 
Frsruary 7, 1956. 


1. SUBJECT: ZENITH RADIO CORP., CONTRACT NO. DA-11—022—ORD—1234 
AND ORD—1699 FOR FUSE, GRENADE, RIFLE, PAGES 130-181 


(See pp. 72-73 of this hearing) 
2. BACKGROUND 


a. Substance of charge made in the report to committee: 

(1) In negotiating the final price for contract No. 1234, the 
contracting officer apparently did not make use of the second 
audit report which provided actual production costs. By using 
available information in negotiations, the contracting officer 
would, in all probability, have caused a saving in excess of 
$100,000. 

b. Details pertaining to the charge: 

(1) Chicago Ordnance District made request for two audits. 
The first audit, AAA report of March 8, 1955, was for purpose of 
effecting retroactive and forward price redetermination of con- 
tract ORD-1234. The second report requested, AAA report of 
July 20, 1955, was for purpose of obtaining latest cost data 
applicable to contract ORD-—1234 which would then be used for 
guidance in negotiating definitive pricing for contract OR D-1699, 
pursuant to the pricing provision in ORD-1699 and under which 
contract the same item was being produced. The opinion con- 
tained in the charge set forth in paragraph 1 above, that the con- 
tracting officer did not make use of the second audit report, is in 
error. To the contrary, examination of the price analysis and 
negotiation records pertaining to the subject contracts reflects 
that all elements of cost contained in the Army audit agency’s 
reports were individually reviewed and considered. 

(2) As will be noted from a reading of paragraph 1 above, the 
basis for asserting a “savings in excess of $100,000” was not 
referenced. No applicable detail was provided. Chicago Ord- 
nance District has reviewed both audit reports and finds that the 
only possible solution to a figure ‘in excess of $100,000” must 
relate to a comparison of the total of “Costs accepted” by the 
auditor in the first report dated March 8, 1955, covering retro- 
active pricing of the first 439,463 units and the establishment of 
forward pricing on the runout quantity of 310,537 units versus 
the second report dated July 20, 1955, which report was prepared 
for the purpose of negotiating a repricing for contract 1699, under 
which contract the same item was being produced. 
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(3) If the charge made is predicated upon the lower unit price 
reflected in the July 20, 1955, audit report, the conc ‘lusion arrived 
at is incorrect. As was stated in paragraph (2) above, the July 
20 audit of contract No. 1234 was for the purpose of guidance in 
repricing contract No. 1699. Because of this fact the auditor 
did not include in the report of July 20 the element of non- 
recurring costs. The nonrecurring costs accepted by the auditor 
in the March 8 report was $0.4445 per unit. In order that the 
July 20 report be used for cost determination on contract No. 
1234, $0.4445 per unit plus applicable G. and A. must, of neces- 
sity, be included. The value of the G. and A. expense, at the 
rate accepted by the auditor was $0.0199 per unit for a combined 
total of $0.4644. Adjusting the auditor’s unit price on the 
July 20 report to include the above mentioned acceptable cost, 
increases the $2.4265 per unit by $0.4644 to a total of $2.8909. 

(4) The final negotiated price on contract No. 1234 was 
$2.9946 per unit. The difference of $0.1037 represents costs 
accepted by the contracting officer from a total of $0.5902 
questioned by the AAA auditors. The balance of the questioned 
costs, $0.4865 per unit, was not approved by the contracting 
officer. 

(5) The facts related to the applicability for inclusion of the 
nonrecurring cost element to the run out quantity under contract 
No. 1234 can be ascertained by reference to the following: 

(a) AAA report " March 8, 1955.—Attention is invited to 
schedule A-5, page 1, of this report. It will be noted that the 
contractor incurred $318,225 of nonrecurring costs and spread this 
total both over the completed units (439,463) for a cost of 
$186,464, and for allocation to the unshipped units (310,537) in 
the amount of $131,761. This was accepted by the auditor and is 
reflected on exhibit A of the report. 

(6) AAA report of July 20, 1955—Attention is invited to 
exhibit A of the report and its underlying supporting schedules. 
It will be noted that nonrecurring cost, properly applicable to the 
run-out quantity, was not included. The exclusion was proper, 
in view of the purpose of the report, which was to evaluate and 
negotiate a price applicable to contract No. 1699, and to which 
nonrecurring costs would not be included. However, in the use 
of the cost data developed under the July 20, 1955, audit report 
for the purpose of determining forward pricing on contract No. 
1234, the addition of such nonrecurring costs thereto is proper as 
indicated in paragraph 2b (3) above. 

(6) Without a close analysis and background of the purpose of 
the two audits and the costs reflected therein, a reviewer in 
comparing costs in both audit reports could have assumed a large 
cost reduction resulted between the two periods of audit. 


8. RESUME OF LATEST STATUS 


That proper utilization of Army audit agency reports was made in 
the repricing of Zenith Radio Corp. contract No. 1234. 
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Tas No. 3 
FEBRUARY 7, 1956, 


1, SUBJECT: WESTERN ELECTRIC CO., CONTRACT DA-—80—069—-ORD-—764, 
PAGES 187 AND 138 


(See pp. 76-77 of this hearing) 
2. BACKGROUND 


Contract DA-30-069-ORD-764 is a fixed-price contract which 
provides for procurement of M-—33 fire-control system second-year 
maintenance spare parts. Letter contract was approved by G4 on 
June 27, 1952, and executed on June 30, 1952, in the estimated amount 

of $11,696,000 for spare parts in accordance with a list incorporated 

in the contract that was generated by Army Ordnance pursuant to 
procedures utilized by Army Ordnance for this purpose. The 
contract was negotiated with the Western Electric Co. as a source 
fully qualified to provide maintenance spare parts for M-—33 fire- 
control systems required for second-year maintenance. 

b. The definitive contract was tei under supplemental 
agreement No. 5 in the amount of $9,050,159 which was a reduction 
in the letter contract price of $2,645,841. Additional procurements 
for maintenance spare parts were added to the contract, resulting in 
final contract amount of $21,412,257.20 on November 18, 1955, w then 
the contract was completed. Deviations from certain of the standard 
contract clauses of the armed services procurement regulations were 
granted to the contractor after due deliberation at all levels, to 
establish fair and equitable adjustment of the norm or base upon 
which the Government initiates negotiations and the factual or 
actual basis of contractor’s long-established methods of doing 
business. 

The contract provided for overtime because of the acceleration 
required as a result of the Korean emergency which dictated that 
all-out effort was required by defense contractors. Present contracts 
do not require overtime provisions, except as directed by the con- 
tracting officer as it is not usually required or desirable. 

d. A contract instrument does not include the procedures employed 
by the Ordnance Corps in creating and provisioning a spare parts 
requirement. These procedures are internal to Army Ordnance. 
A contract should only include the resultant list. 

The New York Ordnance District Board of Awards questioned 
the estimated profit rate of 11 percent, using a comparison of profits 
allowed to other companies and full consideration was not given to 
the nature and character of the work to be performed and the re- 
sponsibility with the resulting risk to the contractor. On the basis 
of an appeal by Western Electric to G-4, the estimated 11 percent 
profit was directed per file reference G—4/El—17220, 160/1759, Western 
Electric Co., referred to on page 138 of the committee staff report. 
This approval was limited to the supplements awarded under the 
basic contract, DA-30—069-ORD-764. As supplements to the basic 
agreement are in reality an extension of the basic agreement, this 
action was consistent with profit approval of the basic contract. 

f. With regard to the committee staff’s comment concerning item 
No. 6, heater kits for M-33, it is true that an error was made by the 
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contractor in his estimate of the costs as a result of engineering change 
order No. 23. Although the estimate was used for funding purposes, 
it did nut represent the final equitable adjustment under the contract 
terms. This was detected originally by examination of the cost data 
of the modified heater kits as a result of the change order. When 
the matter was brought to the contractor’s attention, a new proposal 
was submitted correcting the error. The resulting cost of change 
order 23 was $20,000 instead of $60,000 as originally quoted. 


Tas No. 4 
Frespruary 7, 1956. 


1. SUBJECT: WESTERN ELECTRIC COMPANY CONTRACT DA-30—069—-ORD— 
1020, PAGE 136 


(See pp. 75 and 76 of this hearing) 
2. BACKGROUND 


The Nike I antiaircraft missile system (the first antiaircraft 
missile system fully developed, designed, produced, and placed in the 
hands of troops ready for use and a pioneer in the field of electronics) 
has resulted primarily from the efforts of the Bell Telephone Labora- 
tories and the Douglas Aircraft Co. integrated under the management 
of the Western Electric Co. as a prime contractor and in which con- 
tractor sole responsibility for successful design of the system was 
vested. Such responsibility entailed management and techniques in 
the fields of acquisition antennas, radar test sets, maintenance and 
spare parts provisioning, director and receiver station facilities, 
motor generators, central tracking equipment, target and track radar 
systems, missile track radar antennas, test responders, launcher 
control trailers, booster disposal problems, aerodynamics, thermo- 
dynamics, and electronics. 

Due to the normal methods of conducting business that have 
evolved over the years in the technical fields of activity engaged in 
this program and the resulting differences in management ‘and account- 
ing systems employed, in recognition of these “differences, various 
types of contracts were utilized in the best interest of the Government. 

Where fixed-price contracts were employed, provision was always 
made for price redetermination. The work covered by these con- 
tracts was complex in nature and required qualifications unique in 
character in the fields of electronics, aerodynamics, thermodynamics 
and ballistics (flight and terminal) upon a basis carefully integrated 
by technical and financial management to achieve the objectives 
sought upon an efficient economical basis. This fact, coupled with 
the Government’s investment in a single source of development 
dictated continued development and subsequent telescoped produc- 
tion therewith with the same source. 

It is necessary where contracts are negotiated on an integrated 
Weapons system concept and where responsibility is vested in the 
prime contractor (R. and D.—preproduction, production, testing, 
training, etc.) that deviations be granted from certain of the standard 
contract clauses of the Armed Services Procurement Regulations. 
Therefore deviations were granted after due deliberation at all levels, 
in a fair and equitable adjustment of the norm or base upon which the 
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Government initiates negotiations and the factual or contractual basis 
of contractor’s long-established methods of doing business. 

As was indicated in the report, where the staff of the committee 
did give recognition to. the complexities of the program which tele- 
scoped R. and D. with production, Army Ordnance files do reflect 
what could be termed frustrations of officials in specific fields of 
endeavor. However, these frustrations are relative to the particular 
point of view of the specific endeavor and not with respect to the 
program as a whole. 

When the responsibility of the contractor for design accuracy and 
reliable performance of a weapons system as complex as the Nike I 
system is considered with the resultant risk involved, the fees or 
profits allowed (ranging from 7 to 11 percent) are considered reason- 
able. Cognizance of profit consideration included: Type and char- 
acter of the technical management services required in integrating the 
output of the multitude of subcontractor (1,300 prime subcontractors 
expanded to 10,000 suppliers and lower tier subcontractors) engaged 
in the program. In addition there must be considered: Engineering 
competence, phase I1—Feasibility Studies, Phase Ii—Design, Phase 
III1—-Production; availability of personnel; probability of success; 
ability to produce test samples; ability to mass produce; project 
coordinator; initiative aggressiveness of management; predicted cost 
of development; time factor for development; availability of facilities. 
Assuming that the Government could have assembled, organized, and 
trained an adequate technical staff to perform this management 
function, it could have been done only upon a comparative uneco- 
nomical basis. 

b. Contract DA-30-069—Ord-—1020 is a basic agreement which does 
not obligate funds per se, but provides for the issuance of individually 
funded job orders for: 

(1) Changes, alterations, modifications and/or supplemental work with respect 
to Nike I systems: 

(2) Provisions of storage space by the contractor for the purpose of storing 
Nike I systems which have been accepted by the Government; 

(3) Training of Government personnel in the accomplishment of changes, 
alterations, and/or substitution of Nike I training aids. 

The contract is a master or basic agreement type of contract which 
incorporates all of the contractual provisions required by law and the 
regulations to support the issuance of fixed-price definitive job orders 
or fixed-price letter job orders to be subsequently superseded by 
definitive job orders. This ain was executed on September 10, 
1953 to run for a term of 1 yea Following successful completion of 
segments thereof it has been renewed annually by mutual agreement 
since the expiration of the original term. The contract provides that 
individual job orders may be ‘issued on a price redetermination basis. 
Of the 19 job orders which have been issued under the basic agreement 
to date, 9 thereof have provided for price redetermination. 

The primary purpose of this basic agreement was to afford a means 
for— 

(1) The provisioning (spare parts) upon an expedient and econ- 
omical basis of those changes and modifications required in Nike I 
systems that had already been delivered to the Government as a 
result of subsequent reseé arch, development, and engineering changes; 

(2) The provision of storage space for Nike I systems that ‘have been 
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accepted by the Government requiring modification as a result of 
subsequent research, development and engineering before shipment 
to the field; 

(3) The training of Government personnel in the art of making 
modifications of Nike I systems in the field; 

(4) The modification and supplementation of Nike I training aids 
to keep abreast of changes in the Nike I system. 

A contract of this type is essential to provide for those changes 
which are inherent in a telescoped research, development and pro- 
duction system until such time as the system becomes relatively fixed 
in design. As of February 2, 1956, the 19 job orders issued have 
obligated a total of $7,584,937.45. 

c. The reference made by the committee staff report to a purchase 
order for $1,833,000 issued by Western Electric to Douglas Aircraft 
Co. on a cost-plus-fixed-fee basis under contract DA-30—069—-ORD- 
1020 was for underground launcher kits. Douglas in turn placed a 
subcontract in excess of $1,700,000 with Consolidated Western Steel 
Corp. for manufacture of the launching kits. At this time, considera- 
tion was given to certain factual and continued responsibilities of 
Douglas in the successful integration of the equipment into the 
Western Electric contract actions with the balance of the program 
(which responsibilities could not be contracted or priced out in this 
subcontract). A fee of $97,187 was allowed for technical manage- 
ment of the second tier subcontract. Upon a comparative basis the 
Government could not have gone directly to either Douglas or their 
second tier subcontractor so as to have obviated the fee or profit to 
Western except at greatly increased cost to the Government and the 
creation of a liability for having taken an action that would relieve 
the prime contractor of his responsibility for satisfactory performance 
of the overall system. 

FEBRUARY 3, 1956. 
Tas No. 5 


1. SUBJECT: FEDERAL TELEPHONE & RADIO CORP., CONTRACT NO. 
DA-—36—039—SC—12102, ORDER NO. 16823—PHILA—51—55 


2. BACKGROUND (PP. 134 AND 135) 
(See pp. 74-75 of this hearing) 


a. “The use of a form IV price redetermination clause appears ques- 
tionable in view of the period of time covered by the contract. The 
facts in this regard are as follows: Letter order, January 19, 1951; 
deliveries to be completed, May 1953; deliveries actually completed, 
February 1955.” 

b. “From the file of negotiations it appears that the contractor was 
somewhat pressured into giving a quotation prior to his having been 
given all pertinent details.”’ 


8. RESUME OF LATEST STATUS 


All deliveries and administrative actions, including price revision, 
have been completed for clearance regarding proper records. 
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(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of paragraph 2 above.) 

a. This award was one of several leader-follower contracts for the 
GRC-3-8 series, let at the time of the Korean incident. The contract 
target price, therefore, included in addition to the cost of 4 separate 
pieces of equipment, the estimated cost of servicing 12 follower con- 
tractors. The costs of servicing the follower contracts were estimated 
at approximately $600,000, which were not production line costs of 
a repetitive nature but rather were related to services to be furnished 
on 12 other contracts. Costs incurred during an interim period of this 
contract, would, therefore, not be representative of costs to be incurred 
in the latter stages. Since no reasonable basis of projection existed, 
it was deemed to be in the best interests of the Government to include 
price redetermination article form IV, which would enable the Govern- 
ment to make an audit upon completion of the contract work and upon 
completion of the costs incurred by the contractor in servicing the 
12 follower contracts involved. Other elements of judgment which 
supported selection of the use of the form IV article included the rela- 
tively high starting load and tooling costs the early stages of the 
contract. 

b. The statement in the report that the contractor was “somewhat 
pressured into giving a quotation prior to his having been given all 
pertinent details” is erroneous and is apparently based upon the fact 
that certain paragraphs of a seven-page transcript of a telephone 
conversation are being taken out of context. As heretofore stated, 
the contract being negotiated with Federal Telephone & Radio Corp. 
was a leader-follower contract involving 12 followers. By agreement 
with Federal Telephone & Radio Corp., the negotiations as to price, 
delivery, and certain other contractual conditions for each of the 
follower contracts were conducted by the Government subject to 
final approval by Federal. At the time of this telephone conversa 
tion, the Government had concluded lengthy negotiations for approx- 
imately 2 months with both Federal, as to its prime portion, and with 
six of the followers. Each of the six followers concerned had for- 
warded to the Government a letter containing the conclusions of the 
negotiation, a copy of which was also to be forwarded to Federal. 
The telephone call was instituted to obtain a quotation from Federal 
relative to its prime contract with the Government and six follower 
contracts. It soon became apparent during the initial phases of the 
telephone conversation that Federal had not yet received its copies 
of all of the final negotiation letters. Federal was actually concerned 
with certain conditions in the follower contracts, the resolution of 
which had already been accomplished by the negotiations. In the 
paragraphs quoted in the congressional report, Federal, unaware of 
the resolution of these conditions, was stating that it hesitated to 
quote until these matters had been settled. In several paragraphs 
of the transcript following those cited, Government representatives 
advised Federal of the outcome of the negotiations on these points. 
The conclusion arrived at by Federal is set forth in the following 
paragraph which occurs at the close of the transcript: 

We accept the fact on your representation that the conditions which have been 
raised as objections have been satisfied by you in your negotiations concerning 
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prices with these respective six subcontractors. Now on that representation we 
are perfectly willing to go ahead and quote, but we have not had an opportunity 
to verify that, nor do we have any doubts as to your representation. 


FEBRUARY 3, 1956. 
Tas No. 6 


1. SUBJECT: CONTRACTOR, HAZELTINE CORP., CONTRACT NO. 
DA—36—039—SC—36590 (AN/DPN-31) 


2. BACKGROUND (P. 135) 
(See p. 75 of this hearing) 


a. Erroneous use of form IV price redetermination clause, resulting 
in an improper type of contract. 

b. The contract price was based on costs as submitted by the 
contractor, evidencing a lack of adequate negotiation. 


8. RESUME OF LATEST STATUS 


Contract delive ry schedule as amended by modification No. b (major items 1 and 2) 


Scheduled delivery date Per contract Forecast 


5—March 
April 
August 
September 
October - - 
November 
December 


August 
me ptember 
October 
November 


4, DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of paragraph 2 above.) 

a. The form IV price redetermination clause is intended for use in 
those instances where the production period is relatively short regard- 
less of the contract period. In computing the time applicable to 
production of an item for purposes of price redetermination, setup 
time and preproduction lead time are excluded. Therefore, the con- 
tracting officer in this instance was dealing with a production period 
of approximately 6 months. 

b. Negotiations were conducted with the contractor relative to his 
bid and the following measures were taken to insure that the Govern- 
ment was obtaining a fair and reasonable price: 

(1) Bid comparison: (a) 8 firms were solicited and 2 responsive 
bids were received. Hazeltine’s price was 40 percent lower than 
that of the other bidder. Extensive analysis of the cost data 
submitted by both firms supported the ultimate conclusion that 
the Hazeltine price was fair and reasonable. 
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(2) The analysis of cost data submitted included not only the 
comparative analysis referred to, but also included obtaining the 
advice of technicians at the Signal Corps engineering laboratories 
and information from the Navy cost inspection service relative to 
historical data in their files pertaining to the overheads of this 
company. 

FEBRUARY 3 1956. 
Tas No. 7 


i. SUBJECT: FCONTRACTOR, WESTERN ELECTRIC CO., CONTRACT NO. 
DA—386—039—SC—66319 
2. BACKGROUND: INADEQUATE PRICE NEGOTIATION (P. 131) 
(See p. 73 of this hearing) 


"a. Price of Western Electric Co. higher than Philco but award 
made to Western Electric Co. on basis of maintaining mobilization 
base. 

b. Western Electric Co. refused to submit further cost detail re- 
quested by contracting cefficer. 


8. RESUME OF LATEST STATUS 


| Quantity | Delivered Forecast 


WESTERN ELECTRIC CO. 
| | | 
PO 16811-PH-51-93 AN/TRC-24___| 2 1,950 | 120 per month through June 1956. 
PO 08720-PH-55-93 AN/TRC-24_ _. 2 | 0 | 12 June 56, 2 July 56, 3 monthly through 
| completion. 
AN/TRC-35 3 | 0 | 3June 56, 8 July 56, 17 monthly through 
| completion. 
AN/TRC-36 ‘ 0|1 June 56, 10 July 56, 20 monthly 
through completion. 


PHILCO CORP. 


| | 

PO 32146-PH-51-93 AN/T RC-35-- 30 | 221 | 30, 29 February 56 through May 56, 
35 June, 8 July, 35, August through 
December, 30 per month through 
completion 

AN/T RC-24_- 20 June, 2 July, 20, August and Sep- 
tember, 17, October through De- 
cember 56, 11 per month through 
| completion. 

AN/TRC-36 263 | 30, 29 February through May, 20 
June, 6 July, 20, August and Sep- 
tember, 25, October through De- 
cember 56, 33, January through 
June 57, 40 per month through com- 
pletion. 














4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to 
like letters of subparagraphs of paragr aph 2 abov e. ) 

a. Solicitation was issued on “range quantity” basis so that final 
determination as to ‘‘quantity split” between the existing sources 
could be made when actual cost information was known. an 
oy originally solicited was 1,232 each AN /TRC-—24 equivalents.) 

(1) Negotiations were commenced with Phileco Corp. and Western 
Electric Co. in March 1955. The requirements, which were to be 
met, were for a total quantity of 1,232 each AN/TRC-—24 equivalents 
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at a minimum delivery rate of 270 units per month. The existing 
production rates of the 2 firms were 120 per month for Western 
Electric Co., and 150 per month for the Philco Corp. 

(2) During the course of negotiations, the Philco Corp. advised 
that its production rate of 150 per month could not be increased 
above a rate of 200 per month without a substantial additional invest- 
ment in facilities and tools. Western Electric Co., on the other 
hand, informed the contracting officer that it would not accept any 
additional awards at a production rate of less than 100 per month, 
since that represented its minimum economical run. It thus became 
evident that the most economical procurement from the Govern- 
ment’s point of view would be two separate awards. This position 
was further in the Government’s interest in that it served to maintain 
the mobilization base for this critical equipment. 

b. (1) The following is a summary of the negotiations that ensued: 

(a) Proposals, when received, revealed that Western Electric 
Co. was 17 percent higher than Philco Corp. The Philco pro- 
posal was analyzed and after negotiations found to be acceptable 
to the Government. Accordingly, award was made of the in- 
tended Philco portion (713 each AN/TRC-24 equivalents). 
Award was approved by DCSLog. 

(6) In the interim, an additional requirement was received 
and it was determined not to award the Western Electric portion 
of the original quantity but to resolicit the two producers for 
the combined new requirement, plus the unawarded balance 
referred to. The total quantity of 3,473 each AN/TRC—24 equiv- 
alents was solicited on ‘‘range quantity’? basis on May 4, 1955. 

(c) Proposals were received and again the Western Electric 
Co. proposal was higher than that received from Philco, but 
much lower than proposal received on previous quantity. Pro- 
posals were analyzed and, as a result, price negotiations were 
consummated with Phileo. As pertains to Western Electric Co. 
proposal, cost-breakdown information over and above that sub- 
mitted with the proposal, was desired by the Government and 
requested from Western Electric, but not obtained. 

(d) In view of the above, it was determined to reduce the 
going rate of Western Electric Co. to the lowest acceptable 
economical rate (from 120 to 100 units per month) and to increase 
Philco accordingly (from 150 to 170 per month). 

(2) The bases for awarding to Western Electric Co., even though 
the contracting officer was not completely satisfied as to the extent 
of cost data received from that firm, were as follows: 

(a) Price.—The cost of additional tools and facilities, required 
by Philco Corp. to increase its maximum rate, was conservatively 
estimated at $1 million. The cost differential between the West- 
ern Electric Co. price and the Phileco Corp. price, projected on a 
quantity basis approximated $600,000, therefore, the overall 
lowest cost to the Government indicated a split award between 
Phileo Corp. and Western Electric Co., utilizing the least cost 
combination based on economical production runs for each com- 
pany. 

(b) Delivery.—Delivery of the equipment was required at the 
rate of 270 per month. In view of the circumstances described 
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above, it could only be achieved, without abnormal increase in 
cost, bv splitting the award between the two companies. 

(c) Mobilization —The AN/TRC-24 equivalents are prefer- 
ential planning list items. From the viewpoint of mobilization 
preparedness, it was firmly in the Government’s interest that 
both companies continue in production. 

(d) Cost data.—Summary cost data was submitted by Westera 
Electric in support of its bid price. In addition to this, the con- 
tracting officer had available to him the experience of the Navy 
cost inspection service in residence at the Western Electric plant 
for advice and guidance relative to loadings. To have made a 
more thorough analysis it was felt that additional supporting 
data for the various cost elements were desirable, in view of the 
fact that the price was somewhat higher than the price of the 
other bidder. However, in the absence of this additional sup- 
porting cost data, comparative analysis plus advice of the Navy 
cost inspection service and technical review by engineering per- 
sonnel provided a reasonable basis for evaluating the price. 


FEBRUARY 3, 1956. 
Tas No. 8 


1. SUBJECT: CONTRACTOR, WESTERN ELECTRIC CO., CONTRACT NO. 
DA—36—039—SC—65942 


2. BACKGROUND: (PP. 132 AND 183) 
(See pp. 73 and 74 of this hearing) 


The contractor dictated the terms and price of the contract with 
little indication of any intensive negotiations on the part of the 
Government. 

» a. “The quotation of the contractor contained a target price and 
ceiling price which are identical with those in the contract which is 
indicative of little, if any, negotiation as to price.” 

» 6. “The contractor’s quotation also indicated: Station and depot 
spares will be determined by the contractor. Standard Western 
Electric nomenclature will be used and no Signal Corps stock numbers 
are to be required. Signal Corps nomenclature name plates will not 
be furnished. This provision was included in the contract word for 
word.” 

c. ‘The contractor also indicated that his quotation was condi- 
tioned on the allowance of all engineering costs incurred subsequent 
to July 1, 1954, in anticipation of getting the contract, The con- 
tractor required that the following provision be included in the con 
tract which appears inappropriate and not in keeping with sound 
procurement practices. 

“For the purpose of this contract all allowable engineering costs 
which have been incurred by the contractor from July 1, 1954, in 
anticipation of this contract and prior to signing of this contract, 
would have been considered as proper items of cost under this con- 
tract shall be considered proper items of cost hereunder.”’ 

d. ‘The contractor also indicated that his quotation was based on 
the Government furnishing boarding-lodging facilities for the con- 
tractor’s personnel similar to those furnished an officer of field grade 
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(major or better) and also furnishing transportation at and between 
sites of work at all unattended stations. Other such stipulations were 
included in the quotation and the identical wording of the contractor 
was included in the contract.’’ 

“The contractor also required: The Government will furnish ex- 
perienced installers as determined by Western Electric Co. to work a 
minimum of 48 hours per week.’ 

f. “According to the file the chief signal officer informed the House 
Appropriations _ Committee on May 7, 1953, that the equipment on 
this purchase request would be placed in service in July 1955. The 
contract, when viewed, provided for start of installation June 30, 
ee completion of installation November 3, 1956.” 

“The Government requested the inc Sola of a form IV price 
relnaaedmninien clause to provide for price revision at the completion 
of the contract, but the contractor insisted on a II-B clause providing 
for pric e revision at 60 percent of contract completion. The con- 
tractor’s wishes in this respect were included in the contrac t despite the 
ineffectiveness of a II-B clause in a short-term contract.” 


RESUME OF LATEST STATUS 


The special equipment needed to accomplish the installation has 
been delivered. All other items of material and services are progress- 
ing per contract schedule. 

4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 


letters of subparagraphs of paragraph 2 above.) 

Negotiations for this procurement did not require the same ex- 
tensive give and take as would normally be found in a supply contract 
because: 

(1) This was the sixth phase of a program of which five phases had 
already been completed under separate contracts with the same 
company. 

(2) The quotation for phase VI followed numerous negotiations and 
discussions which, although directly related to the first five phases. 
were also pertinent to the contract for phase VI. 

(3) Despite the long period of discussions relative to the prior 
phases, which permitted the contracting parties to understand fully 
all of the factors involved and resolve any differences, the contracting 
officer had a review made by competent technical personnel of the 
material and engineering cost aspects of this award and utilized the 
services of the Navy cost inspection service to establish the reasonable- 
ness of overhead loadings. 

(4) In view of the foregoing, the contracting officer concluded that 
the price was fair and reasonable. This conclusion is supported not 
only by the evaluation relative to this quotation but also by the 
experience obtained in connection with the contracts covering the 
five previous phases. 

The equipment being installed by Western Electric under the 
terms of this contract was a commercial installation, utilizing Bell 
System specifications and practices. Since this is fixed plant equip- 
ment to be maintained by a permanent organization of the Signal 
Corps, it is unnecessary to go to the added expense of type classifying 
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the equipment for assignment of stock numbers and nomenclature. 
Since this had been the subject of numerous discussions in connection 
with the overall program, the inclusion of the paragraph of the 
contractor’s quotation verbatim in the contract represented the 
mutual intent of both contracting parties. In addition there are 
other provisions in the contract that provide for negotiation of prices 
for the items selected. 

c. (1) The paragraph cited in the report (par. 2c above) is incorrect 
as it omits the phraseology italicized below: 

“For the purpose of this contract all allowable engineering costs 
which have been incurred by the contractor from July 1, 1954, in 
anticipation of this contract and prior to the signing thereof and which, 
af incurred after the signing of this contract, would have been considered 
as proper items of cost under this contract, shall be considered proper 
items of cost hereunder.” 

It is to be noted that the corrected quotation stresses the fact that 
only those engineering costs of the type normally incurred and allowa- 
ble after the placement of the contract shall be considered proper. 

The legality of including this article in the contract was established 
by an opinion of the Legal Division. 

(2) The Alaskan Communications System project was_ being 
carried out in a series of planned actions or phases. Western Electric 
Co. was the recipient of all previous awards for this project. At the 
completion of phase V and prior to an award for phase VI, the con- 
tractor continued certain engineering tasks with reasonable expecta- 
tion of shortly receiving an award to proceed with phase VI. Had 
he not done so, it would have interrupted the project between the 
phases. This would have entailed the removal of key technical per- 
sonnel from the area, additional expenses for subsequent replacement 
of personnel and an unnecessary delay in meeting the military com- 
mitment for communications. 

d. The requirement that the Government furnish boarding-lodging 
and transportation facilities, of the type specified in the contract, 
is considered reasonable in view of the caliber of the personnel con- 
cerned; namely, supervisory technicians, and the absence of private 
facilities in the area in which the work was to be performed, Alaska. 

e. The right of the contractor to pass on the qualifications of per- 
sonnel assigned to assist in the installation of this project is con- 
sidered reasonable. The ultimate responsibility for having this 
project successfully accomplished and meeting the standards es- 
tablished by the Signal Corps in the contract is that of the contractor 
and, consequently, it was necessary that he assure himself that the 
personnel utilized were of the desired experience and qualifications. 
The number of personnel to be required is specifically set forth in 
the contract. 

f. The document referred to in paragraph 2f above contains a 
typographical error in that the chief signal officer informed the 
House Appropriations Committee that the equipment will be placed 
in service in July 1956, and not July 1955, as stated. The adjustment 
in contract delivery date from that stated by the chief signal officer 
was necessitated by the change of circumstances that occurred between 
the time of the statement on May 7, 1953, and the date of the contract, 
September 30, 1954. 

g. The contracting officer requested that a form IV price revision 
article be included in the contract inasmuch as the work to be per- 
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formed was nonrepetitive in nature. During the course of negotia- 
tions, a reevaluation of the factors involved indicated, and the com- 
pany demonstrated to the satisfaction of the contracting officer, that 
the bulk of the variable cost, such as material and installation, would 
have been incurred by the time the contract reached 60 percent 
completion, and that the remaining costs would be susceptible to 
reasonable estimate. Therefore, in conformity with the intent of 
armed services procurement regulations that a firm fixed price be 
established at the earliest possible time, the use of the form II-B 
with a 60 percent redetermination point was considered to be in the 
best interest of the Government. 


Tas No. 9 


1. SUBJECT: CONTRACTOR, WESTERN ELECTRIC CO., INC., CONTRACT 
NO. DA—36—039—SC—36552 


FEesrvuarY 3, 1956. 


2. BACKGROUND: (PP. 138, 139, AND 140) 


(See pp. 77-78 of this hearing) 


Committee report states as follows: 

a. Western Electric Co. refused a request by the Signal Corps to 
act as a leader for another source or to subcontract. 

b. The original approval of G4 was for 1,000 units on a sole source 
basis with the stipulation that Western Electric was not to be awarded 
additional quantities as a sole source. However, the quantity was 
increased to 100,000 units and awarded to Western Electric Co., who 
continued to refuse leader assistance or the offer to subcontract. 

c. The Signal Corps was placed in the position of having to accept 
Western Electric Co. as a sole source due to Signal Corps’ failure to 
require the Bell Laboratories to furnish production drawings as a part 
of the research and development contract. 

d. The contract as awarded contained form IIB 40 percent price 
redetermination article. Price redetermination was not completed 
when over 90 percent of the units had been delivered. 

e. Contract deliveries were stretched out by direction of the Signal 
Corps. 

jf. Additional quantity of 42,000 units were being considered for 
placement by the Signal Corps in July 1955. 


3. RESUME OF LATEST STATUS 


Deliveries to January 31, 1955—93,100 each. Contract 93 percent 
complete, in accordance with contractual schedule. Forecast for 
completion—March 1956. Cost data for redetermination received 
on April 12, 1955, and evaluation presently being completed. Western 
Electric Co., on the basis of cost data submission, refunded to the 
Government $2,031,124 on January 18, 1956. 

(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of par. 2 above.) 


4. DISCUSSION 


a. Western Electric’s position relative to the TA—43 was based upon 
the fact that it was experiencing technical difficulties in the design of 
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this equipment. It would have proven very difficult and probably 
embarrassing for Western Electric to attempt to establish a second 
source under these conditions. Further, as Western Electric pointed 
out, the quantity to be procured was actually not sufficient to warrant 
the establishment of more than one source of supply. After review 
of above, the Signal Corps accepted the foregoing position as reason- 
able. 

b. The restrictive stipulation referred to was actually contained in 
the G—4 approval of the award for 100,000 units. The following is a 
quotation from the 3d endorsement of G—4 dated June 23, 1952, 
approving the award to the Western Electric Co. for 100,000 units: 

“This contract is approved because of the representation made as 
to the need for production, the lead time involved and the fact that 
the Western Electric Co. alone has the know-how because of a previous 
development contract. In so approving this award, you are to under- 
stand that it is not to be considered a prec edent and that any further 
order for production shall be competitive.”’ 

(2) In January 1953 a requirement for an additional 1,000 units 
developed. In view of the small quantity involved, G—4 was requested 
to waive the limitation relative to sole source in its June 23, 1952, 
approval. In ist endorsement dated January 28, 1953, G—4 stated: 

“This approval is granted in view of the small quantity involved, 
early delivery required, and the understanding that current programs 
do not require additional procurement of this item.”’ 

c. Production drawings are not generally obtainable on a research 
and development contract. The reason the development production 
contract was let with Western Electric Co. was that the company 
had not yet proceeded in its development of the equipment to the 
point where production drawings could be prepared. The major 
objective of the contract was to hasten the advances in the equipment 
to the point where production drawings could be produced and 
production line instituted. 

d. (1) The administration of the price redetermination provisions 
of this contract has been closely followed but circumstances surround- 
ing the transaction were so complex as to delay finalization of the 
price redetermination modification as follows: 

(a) The actual audit involved approximately 6 months since 
2 different audit agencies had to contribute their findings on the 
basis of costs incurred at 2 widely separated locations; namely, 
Indianapolis and New York. 

(6) Special tooling schedules required in the proper admin- 
istration of the price redetermination article have been difficult 
to obtain and this has served to delay the final settlement. 

The contracting officer and the contractor, in recognition of the 
delay, which is taking place as a result of the difficulties set forth 
above, cine for voluntary refund of the bulk of the moneys which 
will be due the Government under the redetermination action. This 
refund is being accepted by the Government without jeopardizing the 
Government’s right to any further sums subsequently ascertained to 
be due and owing under the price revision article. 

e. Delivery stretch outs by the Signal Corps on this contract were 
in accordance with: 

(1) G4 directive G4/E4-77354 dated December 23, 1952, the 
ultimate goal of this directive being to preserve, for an indefinite 
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period of time, a sufficient production potential to provide a base for 
rapid expansion in case of emergency, and 

G-—4 directive G4/E2-76817 dated January 4, 1954, its purpose 
being to postpone expenditures that would otherwise occur in fiscal 
vears 1954 and 1955 until fiscal vear 1956 and, at the same time, 
continue in existence production lines of selected mobilization items 
which would otherwise run down before moneys could be made 
available to continue them. 

f. Telephone set TA-43/PT has been superseded and is presently 
being procured as telephone set TA-312. Bids received as a result of 
informal competitive bidding were opened on December 1, 1955. In 
January 1956 the low bidder requested that its bid be withdrawn. 
In the interim an additional requirement for 54,000 units was received. 
A new bidders list was thereupon developed and the procurement 
processed anew. ‘The scheduled bid opening is February 27, 1956. 


Tas No. 10 
Feprvuary 7, 1956. 


1. SUBJECT: HUBENY BROS., INC., CONTRACT DA-—30—069-ORD—938, PAGES 
141-142 (UNRBALISTIC AND COSTLY DELIVERY SCHEDULES) 


(See pp. 78 and 79 of this hearing) 


2. BACKGROUND 


Reference is made to the allegation of the committee staff in paras 
graph C, page 141 (p. 78 of this hearing), that there were unrealistic 


and costly delivery requirements as evidenced by the Hubeny con- 
wort for 90 millimeter T108 shell. 

The report points out the extended delays in the delivery of 
the item. This contract with Hubeny, as well as with other T108 
shell producers represents an exceptional case of placing an item 
into production which was not completely engineered. This action 
was necessary because the T108 was the most promising round of 
ammunition in existence which had the capability of defeating the 
armor of enemy tanks which our troops expected to encounter in the 
Korean conflict. With the cessation of the Korean conflict, improve. 
ments in design became the prime consideration and delivery schedules 
were modified accordingly. 

b. Why was it necessary to revise delivery schedules? Critical 
functional deficiencies in the shell developed during the course of the 
contract, and two major overhauls of the design were required. This 
was, of course, not planned for in the contract schedule, but a design 
which had been given only abbreviated development and which 
represented such a radical advance in armor defeating tank ammuni- 
tion was susceptible to such production delays. A major schedule 
cutback was imposed while parallel design improvement programs 
were finalized. These schedule revisions were realistic and were 
mutually agreed upon by the contractor and the Government. 

c. The allegation is made that the contractor is not responsible for lack 
of accomplishment since Ordnance issued 77 engineering change orders. 
Seven change orders could have caused delay. Fifty-seven change 
orders facilitated manufacture and did not cause delay, and in fact 
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this equipment. It would have proven very difficult and probably 
embarrassing for Western Electric to attempt to establish a second 
source under these conditions. Further, as Western Electric pointed 
out, the quantity to be procured was actually not sufficient to warrant 
the establishment of more than one source of supply. After review 
of above, the Signal Corps accepted the foregoing position as reason- 
able. 

The restrictive stipulation referred to was actually contained in 
the G—4 approval of the award for 100,000 units. The following is a 
quotation from the 3d endorsement of G—4 dated June 23, 1952, 
approving the award to the Western Electric Co. for 100,000 units 

“This contract is approved because of the representation made as 
to the need for production, the lead time involved and the fact that 
the Western Electric Co. alone has the know-how because of a previous 
development contract. In so approving this award, you are to under- 
stand that it is not to be considered a precedent and that any further 
order for production shall be competitive.” 

(2) In January 1953 a requirement for an additional 1,000 units 
developed. In view of the small quantity involved, G—4 was requested 
to waive the limitation relative to sole source in its June 23, 1952, 
approval. In Ist endorsement dated January 28, 1953, G—4 stated: 

“This approval is granted in view of the small quantity involved, 
early delivery required, and the understanding that current programs 
do not require additional procurement of this item.”’ 

c. Production drawings are not generally obtainable on a research 
and development contract. The reason the development production 
contract was let with Western Electric Co. was that the company 
had not vet proceeded in its development of the equipment to the 
point where production drawings could be prepared. The major 
objective of the contract was to hasten the advances in the equipment 
to the point where production drawings could be produced and 
production line instituted. 

d. (1) The administration of the price redetermination provisions 
of this contract has been closely followed but circumstances surround- 
ing the transaction were so complex as to delay finalization of the 
price redetermination modification as follows: 

(2) The actual audit involved approximately 6 months since 
2 different audit agencies had to contribute their findings on the 
basis of costs incurred at 2 widely separated locations; namely, 
indianapolis and New York. 

(b) Special tooling schedules required in the proper admin- 
istration of the price redetermination article have been difficult 
to obtain and this has served to delay the final settlement. 

) The contracting officer and the ns in recognition of the 
aoe which is taking place as a result of the difficulties set forth 
above, arranged for voluntary refund of the bulk of the moneys which 
will be due the Government under the redetermination action. This 
refund is being accepted by the Government without jeopardizing the 
Government’s right to any further sums subsequently ase ertained to 
be due and owing under the price revision article. 

é. Delivery stretch outs by the Signal Corps on this contract were 
in accordance with: 

(1) G-4 directive G4/E4-77354 dated December 23, 1952, the 
ultimate goal of this directive being to preserve, for an indefinite 
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period of time, a sufficient production potential to provide a base for 
rapid expansion in case of emergency, and 

(2) G—4 directive G4/E2-76817 dated January 4, 1954, its purpose 
being to postpone expenditures that would otherwise occur in fiscal 
vears 1954 and 1955 until fiscal vear 1956 and, at the same time, 
continue in existence production lines of selected mobilization items 
which would otherwise run down before moneys could be made 
available to continue them. 

f. Telephone set TA-43/PT has been superseded and is presently 
being procured as telephone set TA-312. Bids received as a result of 
informal competitive bidding were opened on December 1, 1955. In 
January 1956 the low bidder requested that its bid be withdrawn. 
In the interim an additional requirement for 54,000 units was received. 
A new bidders list was thereupon developed and the procurement 
processed anew. The scheduled bid opening is February 27, 1956. 


Tas No. 10 
FEBRUARY 7, 1956. 


1. SUBJECT: HUBENY BROS., INC., CONTRACT DA-—-30—069-ORD—938, PAGES 
141-142 (UNRBALISTIC AND COSTLY DELIVERY SCHEDULES) 


(See pp. 78 and 79 of this hearing) 


2. BACKGROUND 


Reference is made to the allegation of the committee staff in parae 
5 . . 


graph C, page 141 (p. 78 of this hearing), that there were unrealistic 
and costly delivery requirements as evidenced by the Hubeny con- 
tract for 90 millimeter T108 shell. 

The report points out the extended delays in the delivery of 
oo item. This contract with Hubeny, as well as with other T108 
shell producers represents an exceptional case of placing an item 
into production which was not completely engineered. This action 
was necessary because the T108 was the most promising round of 
ammunition in existence which had the capability of defeating the 
armor of enemy tanks which our troops expected to encounter in the 
Korean conflict. With the cessation of the Korean conflict, improve- 
ments in design became the prime consideration and delivery schedules 
were modified accordingly. 

b. Why was it necessary to revise delivery schedules? Critical 
functional deficiencies in the shell developed during the course of the 
contract, and two major overhauls of the design were required. This 
was, of course, not planned for in the contract schedule, but a design 
which had been given only abbreviated development and which 
represented such a radical advance in armor defeating tank ammuni- 
tion was susceptible to such production delays. A major schedule 
cutback was imposed while parallel design improvement programs 
were finalized. These schedule revisions were realistic and were 
mutually agreed upon by the contractor and the Government. 

c. The allegation is made that the contractor is not responsible for lack 
of accomplishment since Ordnance issued 77 engineering change orders. 
Seven change orders could have caused delay. Fifty-seven change 
orders facilitated manufacture and did not cause delay, and in fact 
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were preferred by the contractor. The remaining 13 are contract 
modifications of a nontechnical nature. 

d. The allegation is made that other current producers had similar 
trouble.—It must be agreed that other producers of this item have had 
similar trouble but the only other manufacturer now in production on 
this item has consistently met Ordnance delivery schedules. 

e. The allegation is made that the constant fiow of changes resulted in 
high administrative cost——The allegation is correct in this instance 
because of the circumstances of military necessity that required the 
concurrent improvement of design during production of the item. 
This experience served to reduce the cost of subsequent designs of 
similar ammunition. 

f. The allegation is made that request was made for data for proposed 
continuity contract without benefit of redetermined prices.—Cost data 
submitted by the contractor was on hand at the time the proposal 
was evaluated. This was merely a request for proposal forwarded 
for evaluation in conjunction with other information. No award 
has yet been made. A recent review of requirements has resulted in 
a decision to defer further procurement of this item at this time. 


Tas No. 11 


Fresrvuary 7, 1956. 


1. SUBJECT: REO MOTORS, INC., CONTRACT NO. DA 20-018—ORD-9194, 
PAGE 143 


(See pp. 79 and 80 of this hearing) 
2. BACKGROUND 


a. The committee report alleges that Army Ordnance expended 
$1,341,103.98 by execution of supplement No. 1 to subject contract 
in order to expedite deliveries but that deliveries were not expedited 
under the contract. 

b. Report pertains to only one contract. It is proposed that query 
should be considered in the light of the impact of supplement No. 1 
on a total program for 2%-ton vehicles involving four contractors and 
subcontractors; namely, Reo, Studebaker, Timken Axle, and Inter- 
national Harvester. 

c. Examination of contract No. 9194 in which specifie reference is 
made to Reo Contract No. 17420 and Studebaker Contract No. 9195 
indicates that supplement No. 1 contemplates the expansion and 
acceleration of the total 2%-ton vehicle program. 

d. Quantity production of the M34 Series trucks was initiated 
by the execution in June 1949 of contract No. DA 20-018—Ord-17420 
with Reo Motors, Inc. This contract called for the delivery of 5,000 
trucks at the rate of 500 per month. This production was within the 
capacity of Reo and its subcontractors without special production 
expediting measures. In fact, Reo, as a sole producer was able to 
exceed 500 per month deliveries to some degree. 

e. By the end of fiscal year 1950 developments in the world situation 
indicated the necessity of broadening the production base for the 
production of tactical vehicles. On June 24, 1950, an additional 
contract was awarded to Reo. This contract (No. 9194), the subject 
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of comment in the committee report, required delivery of 3,900 addi- 
tional vehicles at the rate of 500 per month. 

f. Simultaneously (June 24, 1950) a contract was executed with 
the Studebaker Corp. requiring 4,000 vehicles to be delivered at a 
peak rate of 500 per month. 

g. The world situation became more ominous in the fall of 1950 
and Reo was directed on December 4, 1950, to expand capacity to the 
point of producing 900 vehicles per month instead of 500 as established. 
Reo was also directed to act as subcontractor to Studebaker for the 
supply of engines and certain metal parts. Reo was further estab- 
lished as a source for cabs for the 5-ton vehicle being manufactured 
by International Harvester Co 

h. Expansion of capacity as above detailed generated the following 
requirements resulting in the execution of supplement No. 1 to con- 
tract 9194. 


(1) $70,000 was required for Reo for additional motor-test cells 
and metalworking machinery. 
(2) $1,271,103 was required to expand Timken Axle set pro- 
duction capacity from 500 to 900 per month. 
The above two amounts combined constituted the total of supple- 
—_ No. 1. 
}. The Timken require ment was negotiated on an axle set unit 
wa increase of $303.25 per set, broken down as follows: 


To establish additional Timkin subcontracting sources 5238. 20 
To provide additional special tooling to Timken___ 15. O5 


Total 303. 25 


mae 


The underscored portion of the committee report (p. 143, p. 79 
of. ‘this hearing) ), represents a quotation to support an expression of 
opinion that is not supported by the contract files. The $70,000 
expenditure was approved by letter from OCO dated November 29, 
1950, file reference 00 160/7121. The $1,271,103 expenditure was 
approved by letter from OCO dated December 15, 1950, file reference 
00 160/7706. 


3. RESUME OF LATEST STATUS 


It is considered that supplement No. 1 was necessary and effective 
in expanding the total production base of vehicles from 500 to 900 per 
month. Although factually, deliveries were not accelerated on the 
specific contract No. 9194, the 2%-ton program as a whole (Reo and 
Studebaker) was accelerated as to the prime objective; namely, the 
broadening of the mobilization base. An evaluation based on actual 
delivery rates of the end item under only one contract does not con- 
sider the impact of lead time requirements. Programwise, the lead 
time employed in establishing the expanded base was entirely within 
reasonable limits. Exhibit A attached indicates that the objective of 
raising Reo production rates from 500 to 900 vehicles per month was 
substantially accomplished as aiding Studebaker in accelerating 
their program. 
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Exuipit A.—Total deliveries for 2} 
Studebaker 


Contract 
No. 9195 


Reo Motors, 
Inc. Contract 
No. 9194 


Contract Total 
No. 8126 Reo 


Contract 
No. 17420 


December 1950_- 942 

1951 
January i ‘ 948 
February 840 
March | 777 
April | 659 
May.. 2! 978 , 003 
June ) i 966 


July 5 852 
August 593 | 770 
September (strike) (Reo 76 8 | 194 
October--_- ‘ ve 1, 109 
November 184 | 685 
December é : 1, 062 


Tas No. 12 
FEBRUARY 3, 1956. 


1. SUBJECT: DA 36—039—SC—36558 AND 36598 WITH WESTERN 
WESTERN UNION TELEGRAPH CO. FOR AN/FGC—29 
2. BACKGROUND (PP. 145-147) 


(See pp. 80 and 81 of this hearing) 

a. Original contract delivery schedule was unrealistic. Award was 
incorrectly made on premise that most of the development had been 
completed. Contractor’s bid advised that unit was “too complex to 
be delivered in a reasonable period of time.”’ 

6b. Evaluation of cost of engineering changes and additional litera- 
ture considered inadequate. 

ec. Award to Western Union Telegraph Co. of contract DA 036- 
039-SC-—36598 to fill alleged requirement of Air Force is not realistic. 
Unit price paid is approximately $23,000 per unit in excess of price 
accepted under prior contract. 


, , 


3. RESUME OF LATEST STATUS 


On order | Delivered Forecast 


AN/FGC-29 PO 26570-P H-52-93 43 2 each April 1956, 4 May, 6 Jun, and 8 per 
month through completion. 
PO 374-P H-54-93 | 27 2 each October 1956, 8 per month through 
complction. 
TD-97 PO 26570-P H-52-93 70 5 February 1956, 5 per month thereafter 
through completion. 
TD-98 : 3 37 | 8 February 1956, 8 monthly thereafter 
through completion. 
A M-911 27: 17 February 1956 and monthly thereafter 
through completion. 


4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of paragraph 2 above.) 

a. (1) Based on the best information available at the time of place- 
ment of this award, it was believed, as stated in the Awards Com- 
mittee minutes, that only 15 to 20 percent of the dollar value of this 
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contract was required to complete development. This concept of 
the extent of development, which has proven inaccurate, was the 
basis for fixing the delivery schedule incorporated in the contract. 

(2) The files do not disclose ¢ any statement by the Western Union 
Telegraph Co. that “the equipment was too complex to be delivered 
in a reasonable period of time.’”’ There is, however, a letter from the 
Western Electric Co. to that effect in reply to the contracting officer’s 
solicitation. 

b. (1) The bid submitted by Western Union for the proposed engi- 
neering changes was in the target amount of $892,615 and ceiling 
amount of $988,308. As a result of negotiations conducted by the 
contracting officer, the price therefore was established in the target 
amount of $877,384, and ceiling amount of $982,517. The state- 
ment quoted in the report to the effect that the bid was high but the 
best that could be obtained was made by technical personnel of the 
Signal Corps engineering laboratories prior to the conduct of negotia- 
tions and was one of the bases for the contracting officer effecting 
reduction of price. 

(2) The contracting officer’s actions relative to the negotiations 
for additional literature are at variance with the conclusion in the 
report that the circumstances of the award represent a “philosophy 
of dependence upon price redetermination.’ The contracting officer 
conducted negotiations with the firm relative to its proposal for re- 
vised literature requirements over a period of many months and was 
unsuccessful in effecting a reduction in target price although spread 
and ceiling were reduced. Inasmuch as these were additional litera- 
ture required to be delivered concurrently with the equipment, the 
contracting officer was not in a position to procure the material else- 
where. Faced with this situation, he proceeded to make the award 
on the best basis he could. His statement that the “Government’s 
interests will be fully protected by Form IV: Price Redetermination 
Article’ does not reflect the basis for the award. The fact does re- 
main, however, that the presence of the article represented a measure 
of protection for the Government. 

c. (1) The decision of the Air Force, relative to the MIPR which 
resulted in contract No. DA 036—039-SC-—36558, to accept the best 
delivery that the Signal Corps could possibly obtain is not inconsistent 
with the existence of an urgent requirement. Further, the fact that 
deliveries had not yet been instituted on the previous Western Union 
Telegraph order did not make the delivery schedule incorporated in 
contract 36558 unrealistic. The latter delivery schedule was based 
upon evaluations made of the degree of progress attained in the former 
contract. 

(2) As pertains to the — price paid for the equipments under 
contract No. DA 36-039 SC-36598, it should be noted that the current 
unit price is $95,186.00, whereas the unit price in the basic contract, 
DA 36-039 SC-36558, was changed to $99,892.99 as a result of engi- 
neering changes added to the contract from the date of initiation 
through July 26, 1955. Therefore, the unit price of the second pro- 
curement is less than that paid on the first procurement. 
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Tas No. 13 


FEBRUARY 3, 1956. 


1. SUBJECT: CONTRACTOR, COLLINS RADIO CO.; CONTRACT 
NO. DA—36—039-SC—4748, 9392, 36529 


2. BACKGROUND (P. 162) 


(See p. 87 of this hearing. ) 


a. Misuse of production funds to support development activities 
under the guise of production contracts. 

6b. Additional production contracts were awarded prior to delivery 
of preproduction models. Delivery schedules were unrealistic and 
somewhat automatically extended. 

ce, Unwarranted authorization of overtime and shift premium pay. 


8. RESUME OF LATEST STATUS 


Contract No. Delivered Balance Manufactured by— 


36-039-S C-4743___- so testyeetee, SCR ah gE 878 | 626 | Collins Radio Co. 
36-039-S C-9392 aes a i 1) 201 | Do. 

36-039-S C-36529, item 1___..--- eit nse 672 | Do. 

36-039-S C-36529, item 2_- ea 0 | Stewart-Warner Corp. 
36-039-S C-36529, item 2a_ : oa. wane 2, 165 | Do. 

36-039-S C-36529, item 3_- oe Oe 0 | Stromberg-Carlson Co. 
36-039-S C-36529, item 3a_ ; ‘ ~ 5 , 271 Do. 





1 Start on completion of contract No. DA-36-039-S C-4743. 
4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of par. 2 above.) 

a. Awards for this equipment were let as follows: 

Contract No. DA-36—-039-SC—4743: 
Letter contract: September 15, 1950. 
Definitive contract: June 30, 1951. 
Contract No. DA-36-039-SC-—9392: June 30, 1951. 
Contract No. DA-36—-039-—SC-36529: June 26, 1952. 
At the time of the first contract it was considered that the extent of 
development required would be minor. Although there had been no 
previous development contract for the complete equipment, most of 
the components had already been developed and it was anticipated 
that the effort would be primarily one of production assembly. How- 
ever, in the course of manufacture unforeseen difficulties arose, neces- 
sitating numerous engineering changes. 

The first contract was placed as a development-production because 
it was determined at the time that this type of contract would result 
in production quantities of new equipment many months earlier than 
if separate contracts were placed for development and subsequent 
production. 

6b. (1) The additional contracts placed prior to delivery of the 
production model were logical under the circumstances. At that time 
production was in sight; therefore, it was felt that it was feasible to 
contract for additional equipment. In view of the Korean situation, 





delivery requirements were urgent and it was to the Government’s 
interest to reduce administrative lead time wherever possible. 

(2) Contract delivery schedules were not automatically extended. 
Tbe two major bases for the supplemental agreements to the contract 
extending delivery were engineering changes under the changes article 
and the program of the Department of the Army for stretching out 
-, eries of major equipments. 

Overtime premium pay was authorized in 1951 to insure sched- 
uled deliveries in accordance with requirements. When authorized, 
nondelivery could not be anticipated. The contractor, due to the 
outbreak of the Korean incident, had a heavy workload for the mili 
tary departments and was, as a matter of policy, on an overtime and 
shift basis. Consequently, not to have authorized overtime would 
not only have been detrimental to work on this contract, but would 
have been disruptive to the company’s overall production schedule. 


Tas No. 
FEBRUARY 3, 1956. 


SUBJECT: CONTRACTOR, FEDERAL TELEPHONE AND RADIO CORPORA- 
TION; CONTRACT NO. DA-386—039—SC—3916; ORDER NO. 1640—PHILA-— 
51-55 

2. BACKGROUND (PP. 164-165) 


(See p. 90 of this hearing.) 


This contract is cited as an instance illustrative of misuse of pro- 
duction funds. ‘The report states: 

“It appears that form IV price redetermination article was im- 
properly used as instructions provide that it shall be used where the 
quantity being procured is moderate and the period of the contract 
does not cover an extended period of time.” 

b. ‘An important factor in effective administration of a contract is 
the assignment and retention of experienced personnel to deal with 
contractors. After award of the subject contract, it was transferred 
for administration four times.”’ 


3. RESUME OF LATEST STATUS 


Delivery of radio set AN/TRC-—29 was completed in January 1956. 
Delivery of multiplexer group AN/TCC-13 was completed in June 
1955. Final delivery of pulse-restorer group AN/TRA-10 is expected 
in February 1956. Considerable deliveries have been made on spare 
parts, however, additional requirements for spare parts are currently 
in process of negotiation. 


4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of par. 2 above.) 

This contract was let under the development production program 
of the chief signal officer instituted at the outbreak of the Korean 
incident with the primary objective of hastening to completion the 
design and production of major critical equipments. ‘The use of 
pr oduction funds was considered proper in this instance in view of the 
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fact that at the time of negotiations the only development phase 
contemplated was the completion of experimental and design models, 
the cost of which was estimated by both the Government and con- 
tractor, as indicated in the contract, at approximately 5 percent of 
the total contract consideration. 

a. (1) In accordance with APP 3-403 (c), ‘form IV price rede- 
termination clause will be used in lieu of form IIB clause in production 
contracts in all instances, regardless of the contract amount, where the 
delivery schedule is so short as to preclude completion of price rede- 
termination well in advance of completion of the contract or deliveries 
thereunder.” 

(2) The engineering phase of this contract, including approval of 
the preproduction models, was to have been completed by February 
1952. Production quantities were scheduled to start December 1952 
and to be completed by April 1953. Interim repricing was not 
feasible because of the short duration of the production schedule. 
A period of 60 days to permit the accumulation of cost data by the 
contractor and an additional 60-day period to permit audit and nego- 
tiation by the Government are normally required. ‘Thus, the type of 

redetermination contemplated by the form IIB article could not have 
been completed by the Government prior to the final contract delivery 
date of April 1953. 

Difficulties encountered by the contractor seriously affected 
production on this contract. Extensive engineering changes delayed 
submission of preproduction samples and experimental and design 
models until 1954. However, at no time, despite such changes, did 
the parties to the contract contemplate that the production line would 
run for longer than 9 months. ‘Therefore, the form IIB article was 
considered inappropriate. 

b. After placement of the order by Signal Corps Supply Agency, 
Philadelphia, in August 1950, the contract was transferred to the 
New York regional office for administration inasmuch as it was to be 
performed at Clifton, N. J., and the benefits of close proximity could 
thus be achieved by both the Government and the contractor. For 
economy reasons, the New York regional office was closed by the Sig- 
nal Corps in January 1955. Under the circumstances, the contract 
would have been brought to Philadelphia for administration. How- 
ever, since the contracting officer was being transferred to the Labora- 
tory Procurement Office, the contract was transferred with him to 
insure continuity. Upon the release of the contracting officer from 

service in May 1955, responsibility of administration was transferred 
to headquarters in Philadelphia. 
FEBRUARY 3, 1956. 
TaB No. 15 


1. SUBJECT: CONTRACTOR, KLEINSCHMIDT LABORATORIES, INC., CON= 
TRACTS NO. DA—36—039-SC—36548, 36549, 66320 


2. BACKGROUND (PP. 166 THROUGH 171) 


(See pp. 90-93 of this hearing.) 


The committee cited the following areas as deficiencies or question- 
able practices: 

a. Execution of production contracts before delivery of an accept- 
able item under development. 
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6. Unrealistic delivery schedules on which award was based. 

c. Inappropriate price-redetermination clauses. 

d. Excess development costs allocated, according to the files, to 
other than the first contract. 

e. Inadequate coordination between the several contracts and in- 
efficient contract administration. 

f. Inadequate review of contractors accounting system. 

g. Ineffectiveness of Contractor Evaluation Board. 

h. Use of notice of award in lieu of formal contract. 


3. RESUME OF LATEST STATUS 


Contract No. Order No. Material Status 


D A-36-039-S C-36548 26563-—P-52 FGC-25&25X | Contractor has delivered 40 machines, pro 


duction interrupted by strike Expect 
completion November 1956 
DA-36-039-SC-3649 296562-P-52 AN/FGC-25X Production will commence immediately fol 
Reprogramed as: DA-36 AN/FGC-25X lowing contract No. 36548. Expect to com- 
039-S C-66334. plete January 1957 
DA-36-039-S C-66320__......| 8710-P-55 AN/FGC-25 Production will commence immediately fol 
lowing contract No. 66334. Expect to con 


plete prior to September 1957 


4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to like 
letters of subparagraphs of par. 2 above.) 

The judgment and decision of the contracting officer to proceed 
with the award of contract No. 66320 in June 1955 was based upon 
the following considerations: 

(1) Of the total quantity of 1,055 units, for which a procurement 
directive had been received, 955 were destined for the Air Force and 
100 represented Army requirements. The Air Force MIPR (Military 
Interdepartmental Purchase Request) requested delivery of the items 
by June 1955. Delivery requirements for the Army was. third 
quarter fiscal year 1955. 

(2) Design approval on the AN/FGC-25 and AN; FGC-25X had 
already been received by the contractor. Thus, for all intents and 
purposes development had been completed. 

(3) Prompt placement of the contract would result in deliveries 5 to 
6 months in advance of deliveries based upon awaiting preproduction 
sample approval. 

Based on equipment performance specifications available at the 
time the contracts were let, the stage of development was properly 
evaluated. Delivery schedules as originally forecast were not 
unrealistic for the following reasons: 

(1) Contracts DA-36-039-SC-36548 and DA-—36—-039-SC-36549 
were let as development-production contracts. The extent of the 
development contemplated was the adding to and combining of 
components previously developed by the contractor under prior 
Signal Corps orders. Inasmuch as this effort is in the nature of pro- 
duction engineering rather than development, the contracting officer 
authorized the use of production funds. Contract DA—36-039-SC 
66320 was let as the successor contract to the development-production 
contracts and no additional development was either anticipated or 
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intended at the time of its execution. Consequently, production 
funds were again properly authorized by the contracting officer. 

At the time that contracts 36548 and 36549 were let, the stage 
of development was properly evaluated and the delivery schedules 
were completely realistic. The following factors, however, which 
occurred subsequent to these awards, necessitated modifying the 
contracts to provide for major engineering changes and extension of 
delivery dates: 

(a) Technological developments in the teletypewriter field. 

(6) Changes in design instituted by results obtained from field 

experience and troop usage. 

(c) Expansion in the scope of application of the AN/FGC-25 

which required additional versatility of the equipment. 

c. Based on the production schedules originally contained in each 
of the three referenced contracts, the form IV price redetermination 
article was appropriate. Although the contract period runs as high 
as a vear and a half to 2 years, the actual period of delivery of produc- 
tion items is in no instance more than 1 vear. Asa matter of fact, the 
original delivery schedules of production quantities « oe for by 
contracts Nos. 36548, 36549, and 66320 ran for 11 months, 5 months, 
and 9 months, respectively. Subsequent engineering sie anges which 
resulted in rollback of deliveries did not alter the conclusion that the 
period of time available for administration of a price redetermination 
clause was too short to permit the use of other than the form IV article. 

d. (1) Little question exists as to the proper allocation of develop- 
ment costs among the three contracts. Except for the costs incident 
to development of the motor and the design approval model in con- 
tract No. 36549, all development costs are properly allocable to 
contract No. 36548. 

(2) Increased costs applicable to contr act No. 36549 and subsequent 
contracts for the AN/FGC-25 and 25X will be limited to increased 
production and material costs when occasioned by engineering 
changes and will not include development charges. 

The statement of Signal Corps supply agency quoted in the 
report relative to reprograming contract No. 36549 is correct in that 
215,000 had been spent by the contractor on that order. The word 
“development” appearing in the quotation does not convey the factual 
situation and was misinterpreted. A review of the contractor’s 
books of account reveals the following costs incurred on this contract 
as of December 31, 1954: 

Engineering labor : ss A oe ee : : __ $6, 000 
Engineering materials_. ; ; Mee ae Ne fw tae serene 30 
Production materials___________- 7, 000 


The books further disclose th at less than $10,000 deve sales nt 
expenses had been incurred on contract No. 36549 as of July 1, 1955. 
= valance of the costs incurred represents labor and materials only. 

To attain the maximum coordination and uniformity in the place- 
anni and administration of Kleinschmidt contracts, responsibility 
for all present and future awards has been centralized under one 
contracting officer located at the Chicago regional office. The selec- 
tion of the Chicago area as the point of centralization rather than the 
laboratory procurement office, at Fort Monmouth, or headquarters, 
Philadelphia, was based upon the evident advantages to be obtained 
both by the contractor and the Government through close proximity 
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to the company’s physical location. To assure continuity of action 
on the contracts being administered, the contracting officer selected 
for this responsibility was given intensive briefings at laboratory 
procurement office, Philadelphia and Chicago, on the contracts 
assigned to him. 

f. (1) The contractor began operation as a small model shop with 
an accounting system that was adequate under the circumstances. 
Requirements for large numbers of equipment by the Signal Corps 
during the Korean incident led the company to expand very rapidly 
from a small laboratory to a business capable of producing several 
hundred equipments per month. This rapid expansion resulted in 
the company outgrowing its original accounting system. It is noted 
that this original system was approved on November 28, 1952, as a 
result of a systems survey. 

(2) Prior to February 1955, four contracts had been redetermined 
without objection by Army Audit Agency to the accounting system. 
Signal Corps became aware of the inadequacy of the ae 
system at that time as a result of audits on contract No. DA—36-039 
SC--7056 and nine other contracts in connection with price sala 
mination. It became apparent during audit that material allocation 
was not being accomplished in accordance with good accounting 
practices. 

(3) Upon receipt of this report, negotiations were immediately 
instituted among Army Audit Agency, the Signal Corps and the 
contractor to modify the contractor’s accounting system in line with 
the current requirements of the expanded company. On December 
23, 1955, an agreement was reached among the Signal Corps, Army 
Audit Agency, and the contractor on the necessary revisions. Since 
only engineering and minor material costs have been expended to 
date on the contracts executed in 1955, these will be costed under 
the new system. 

(4) The inadequacy of the accounting system in the years prior to 
1956 has resulted in auditing difficulties but does not preclude fullest 
protection of the Government’s interest. Audit reports on price 
redetermination of contracts based on the former accounting system, 
which are now being negotiated, are sufficiently extensive to permit 
settlement on a sound basis. 

g. (1) The report’s reference to the Contractor Evaluation Board 
is in error when it attributes to the Board the responsibility of approv- 
ing or disapproving awards and when it states that the Board was 
“unwilling to take a positive stand with reference to its findings of 
June 16, 1955.” 

The Contractor Evaluation Board has been established at the 
Signal Corps Supply Agency with the primar, v function of performing 
preaward surveys, relative to Signal Corps suppliers. It furnishes 
the contracting ‘officers with recommendations as to the ¢ apabilities 
of a proposed contractor to perform. Recommendations to the 
contracting officer relative to the approval or disapproval of an 
award are the responsibility of another body at the Signal Corps 
supply agency designated as the Awards Review Committee. 

(3) The Report in discussing the quotation from the Board’s 
findings of June 16, 1955, does not take cognizance of a statement 
subsequent to that quoted; namely, “subject contractor is not capable 
of performing on the proposed award.” ‘This definite recommenda- 
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tion is supported by previous conclusion contained in the same 
findings that the financial position of the company is unsatisfactory. 
The statement quoted in the report is not to the effect that no decision 
is being made, but rather an affirmative determination of responsi- 
bility relative to the contractor for this award cannot be made. 

(4) The basis for the Board reversing its position on June 16, 1955, 
from the affirmative finding of responsibility made on April 27, 1955, 
is contained in its comments. Subsequent to its former finding, the 
Board had been advised by the Economics Division of the Agency 
that a potential price redetermination liability of $600,000 existed 
on some 14 contracts with the company and that an additional 
potential lability of $1,000,000 was pending on 9 other contracts. 
As a consequence, the Contractor Evaluation Board was of the 
opinion that the potential liability was too great to justify a recom- 
mendation that the company was financially responsible to perform 
on an additional award for approximately $3,500,000. 

h. The report is apparently confusing the notice of award issued 
by the contracting officer on June 29, 1955, with that form of con- 
tractual instrument known as a letter contract. A letter contract 
was not issued in this instance. In negotiating contract No. 66320 
with Kleinschmidt, definitive specifications were available and were 
used by the contractor as the basis for preparing its quotation. After 
negotiations had been concluded and the contractor’s final quotation 
received, the contracting officer issued a notice of award which 
accepted the company’s offer as negotiated. It is to be noted that 
the firm’s quotation together with the notice of award constitutes a 
firm, binding agreement embodying all of the applicable contractual 


provisions either by statement or incorporation by reference. 


Tas No. 16 
FreBRuARY 3, 1956. 


1. SUBJECT: CONTRACTOR, BULOVA WATCH CO., CONTRACT NO. DA-30- 
075-ENG 5131 


2. BACKGROUND (PP. 180 AND 181) 
(See pp. 97 and 98.) 


The committee indicated that— 

a. Despite the fact that the item on contract had been produced by 
two other companies, and that plans and specifications were made 
available to the contractor, the contractor did not effect deliveries 
in accordance with the contractual delivery. 

b. In September 1953, a recommendation to terminate the con- 
tract was made by the Army district engineer and not acted upon. 

c. The contractor proceeded with engineering and developmental 
work without a formal request of the contracting officer. As a result, 
the contractor requested an increase in cost of over $1.6 million. 

d. Failure of models to comply with specifications was due to 
inadequate production and manufacturing techniques and efforts on 
the part of the contractor. 
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3. RESUME OF LATEST STATUS 


Bulova has delivered 5,625 mine-detectors to date, will complete 
present order April 1956. Negotiations for maintenance parts have 
been concluded and supplemental agreement is being processed. Cost 
statement for the redetermination of subject contract to be submitted 
by February 15, 1956. Contractor’s present claim has been com- 
pletely audited and negotiations to resolve same are in process. 


4. DISCUSSION 


(Letters of the subparagraphs set forth below are applicable to 
like letters of subparagraphs of par. 2 above.) 

a. The following facts are pertinent relative to the relationship 
between the Bulova unit and that of the two other current producers, 
General Electric and Microtone. 

(1) At the time Bulova was awarded it s contract for the AN/PRS-—3, 
the Microtone unit had not yet gone into production and the General 
Electric Co. contract was only partially complete. The statement 
in the report that 15,000 units of this item had been produced at that 
time is erroneous, if the report is referring to the AN/PRS-3 mine 
detector as distinguished from other types of mine detectors produced 
for the Army. 

(2) The Bulova unit, under the terms of the contract, was not the 
identical unit, insofar as specification requirements were concerned, 
as that called for by the Microtone and General Electric contracts. 
The Bulova unit was to be built to more stringent specification require- 
ments. 

(3) The technical requirements of the solicitation under which the 
Bulova Co. submitted its quotation, consisted of a General Electric 
unit as a model; General Electric drawings; and a Signal Corps 
specification. The latter had been based upon the General Electric 
model but incorporated advances not yet attained by the General 
Electric Co. 

(4) The difficulties which the Bulova Co. encountered at the outset 
in producing an acceptable preproduction model resulted from: 

(a) The advanced state of the specification, 

(6) The differences between model and specification, and 

(c) The desire of the Corps of Engineers to eliminate from the 
Bulova model undesirable characteristics found in the General 
Electric model and drawings. 

6. The termination referred to was considered by the Corps of 
Engineers, and rejected as not being in the best interest of the 
Government for the following reasons: 

(1) Firm requirements continued to exist for the item. 

(2) Termination charges in a sizable amount would have been 
incurred without any benefit to the Government. 

(3) The letter of September 11, 1953, from the district engineers, 
referred to in the report, did recommend termination on the grounds 
that it appeared doubtful that the Bulova model could be successfully 
produced. By first indorsement, the Office of the Chief of Engineers 
replied disagreeing with the recommendation, and stating in para- 
graph 3 as follows: 
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“With reference to the statement made in paragraph 4 of the basic 
letter with regard to doubt concerning the productibility of the item, 
no inherent defects of design were found during test of the preproduc- 
tion models and it is the opinion of this office that, by using proper 
engineering, assembly techniques, production engineering, production 
control and inspection, the contractor will be able to produce detectors 
meeting the requirements of the contract.” 

c. (1) Bulova proceeded with engineering changes, if not always at 
the written request of the contracting officer, at least with the knowl- 
edge and tacit approval of responsible Corps of Engineer personnel. 
This is evidenced by numerous conferences and meetings held to dis- 
cuss such changes; exchanges of minutes covering the conferences; 
memoranda of discussions held by representatives of both parties on 
these matters. 

(2) In January 1955, the contractor submitted a request for an 
increase in price of $1.6 million. An analysis by the contracting 
officer and determination by him as to the specific changes which could 
properly be allowable under the changes article of the contract, re- 
sulted in his offer of $254,201. The contractor’s reply in the form of 
letters and conferences held with the contracting officer was to the 
effect that certain changes properly allowable were being ignored. 
These additional areas were reviewed jointly by engineers of the 
Signal Corps and the Corps of Engineers resulting in a determination 
that specific additional changes were properly recognizable. The 
contractor was so advised by letter dated August 1, 1955. On 
February 17, 1956, a conference was held with the contractor to dis- 
cuss the amended claim and agreement was reached to accept $898,686 
as an increase in price resulting from the engineering changes. The 
contract is now in process of modification. 

The quotation in the report relative to Bulova’s efforts and 
progress does definitely represent the position taken by the Corps of 
Engineers and its contracting officer in 1954. However, since the 
transfer of the administration of the contract to the Signal Corps, 
the extensive study and analysis, as well as the numerous discussions 
which have taken place between both services and the contractor 
have resulted in the conclusions that many engineering modifications 
have not only been desirable, in the interests of the Government, and 
properly compensative under the contract but have also produced a 
unit definitely superior to that obtained from both Microtone and 
General Electric companies. 
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SUMMARY OF FINDINGS 
AVAILABILITY OF INFORMATION 
REPORT COMMENT 


Availability of information on written procurement procedures 
is overwhelming, but specific data on individual major procurements 
from origin of procurement directive or authorization to completed 
delivery is most difficult to obtain. Legislative liaison personnel in 
the Army and Air Force hampered continuously staff examinations 
of specific contracts and related files. 


NAVY COMMENT 


1. Nocomment. 
USE OF NEGOTIATION 


REPORT COMMENT 


The Armed Services Procurement Act, Public Law 413, 80th 
Congress, implemented by the Armed Services Procurement Regula- 
tions and the procurement manuals of the Army, Navy, and Air Force 
describe formal advertising as the most desirable and effective method 
of contracting. 


NAVY COMMENT 


) 


2. Neither (he Armed Services Procurement Act nor any of the regu- 

lations or manuals issued thereunder described formal advertising as 
the “most desirable and effective method of contracting.” These regu 

lations all list formal advertising as the normal method to be fol- 
lowed. However, the act and subsidiary regulations list 16 specific 
sets of circumstances under which negotiation is authorized and proper. 
The reason for these statutory authorizations for negotiation is that, 

under the circumstances to which they apply, negotiation, rather than 
formal advertising, is the “most desirable and effective method of 
contracting.” 


REPORT COMMENT 


2 (continued). However, in all three services the greatest portion 
of high dollar procurements are accomplished through negotiation 
under incentive or price-revision-t ype contracts. 


NAVY COMMENT 


2 (continued). The greatest portion of high dollar procurements are 
contained in the proc urement of such supplies or services as research 
and development, new types of combatant aircraft, missiles and missile 
systems, new and improved combatant vessel types, novel ordnance 
equipment and guidance systems. The authority which the Congress 
has granted in the Armed Services Procurement Act to negotiate con- 
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tracts was granted largely to accommodate the procurement of services 
and supplies of these types. It must be clear that formal advertising 
and award to the low bidder is not the appropriate method of buying 
research and development or a new guided missile. It is for this reason 
that “the greatest portion of high dollar procurements are accom- 
plished through negotiation.’ 

A high pere entage of the Navy procurement dollars are, as suggested, 
under incentive or price revision types of contracts. When we are 
buying rapidly developing equipment such as new combatant aircraft, 
it is extremely difficult for the contractor or the Government to arrive, 
in advance, at adequately close estimates of what the cost of such equip- 
ment will be. Therefore, to be protected under a firm fixed-price con- 
tract, the contractor w ould want to include in his price rather large 
contingencies, Under such circumstances, it is highly desirable that 
the price of such contracts be reopened and reconsidered at some later 
stage during the performance of the contract to provide for more ac- 
curate pricing removal of the allowance for contingencies which do not 
occur. This is considered prudent, and is the practice 1 regularly em- 
ployed on contracts of this type, during and since World War Ii. 


DEFICIENCIES IN POLICY GUIDANCE 
REPORT COMMENT 


The Armed Services Procurement Regulations (ASPR) have 
heen in development since 1948 with 16 major sections completed to 
date. Serious deficiencies exist. with respect to policy guidance in 
the basic cost principles applicable to price redeter minable contracts. 


NAVY COMMENT 


(continued). The Armed Services Procurement Regulation con- 
tains one set of cost principles specifically applicable to cost-reim- 
bursement-type contracts. It is correct that it does not contain any 
cost principles labeled as being specifically applicable to price re- 
determinable contracts. However, for the last 5 or 6 years the 3 
military departments have, by wr itten agreement, used the cost princi- 
ples applicable to cost-reimbursement-type contracts as the basis for 
the conduct of audits of price redeterminable contracts and the sub- 
mission of reports to negotiating personnel. This provides the neces- 
sary guidance for current operation and has worked successfully in 
the Navy. The drafting of a new set of cost principles specifically ap-’ 
plicable to price redeterminable contracts and, more important, a de- 
scription of the use to be made of audit recommendations submitted 
in accordance with such principles is nearly completed. 


REPORT COMMENT 


8 (continued). Policy guidance is lacking in subcontracting. 


NAVY COMMENT 


3 (continued). This observation is not correct with respect to Navy 
procurement operations in that we have had policy guidance for our 
contracting personnel in this field for nearly 3 years. Our policy 
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covers, in considerable detail, the degree and extent of subcontract 
review and pricing. 
REPORT COMMENT 


3 (continued). No definitive direction is available for handling in- 
come from royalties and license fees. 


NAVY COMMENT 


3 (continued). It is not correct to state that there is no policy 
guidance with respect to such royalties or license fees. In order to 
encourage invention, development useful to us and exploitation of 
invention, it has long been the policy of the Department of Defense 
not to take title to patents which are developed at our expense. We 
simply take nonexclusive royalty-free licenses. When our work re- 
quires the use of patents which resulted from developments conducted 
at our expense, we do not pay royalties. However, any royalties which 
the contractor obtains from the sale of the patented article to others, 
does not inure to our benefit. The report suggests that the Gov- 
ernment should share in the income produced by the contractor’s 
patents which resulted from developments conducted at our expense. 
Such a recommendation would necessitate the Government taking 
some form of exclusive ownership of its patents. This has not been 
our policy or practice. 

SCOPE OF STUDY 


REPORT COMMENT 


4. The staff concentrated its contract-review efforts in the area of 
cost-plus-fixed-fee, fixed-price incentive, and fixed-price-redetermina- 
tion types of contracts. In this connection the staff reviewed airframe 
and engine contracts in the Air Force and Navy Departments, and 
perfor med a general review of the contracting activities of Ordnance 
and Signal Cor ps of the Department of the Army. 


NAVY COMMENT 


4. While the staff report discusses a number of aspects of various 
contracts made by the Navy, it attempts an analytical review of the 
pricing aspects of only one contract, the annual incentive contract 
with Pratt & Whitney for the year 1954. This fact is ¢ onsidered sig- 
nificant since all of the comments contained anywhere in this report 
with respect to the adequacy of pricing within the Navy are supported 
in the report itself by the analysis of this one contract. 


DELAYS IN PRICING 


REPORT COMMENT 


5. Frequent delays in establishing firm target prices on incentive 
and price redeterminable type contracts have ‘seriously impaired the 
Government’s negotiating position and have, in effect, defeated the 
purpose for which these types of contracts were designed. 
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NAVY COMMENT 


©. In its review of major dollar procurements in the Navy, the staff of 
this committee necessarily concerned itself with a relatively small 
number of very important contracts. It selected contracts which had 
been in existence for a number of years so that conclusions might be 
drawn as to a number of facets of our procurement processes including 
the reasonableness of initial pricing, the soundness of our contract 
administration, the timing of our price redetermination actions, the 
handling of contract changes and the status of deliveries. To obtain 
this kind of review on a small number of large contracts, the staff 
necessarily concentrated its examination on contracts made initially 
3, 4, or more years ago. 

The criticism which the staff makes generally of our procurement 
is applicable to these old contracts and is, as to them, largely accurate. 
These contracts must be appraised in the light of the circumstances 
under which they were originally awarded. During the fiscal years 
1948, 1949, and 1950, the Navy was engaged in progressively smaller 
military procurement programs and was operating under very strin- 
gent circumstances as to staffing and administrative expense. In the 
fiscal year 1950 the Navy made contracts totaling approximately $1.4 
billion. The outbreak of hostilities in Korea had its effect at the be- 
ginning of the fiscal year 1951. The Navy then faced a tremendous 
increase in the volume of procurement, with the attendant problems 
of immediate commencement of production to meet the vastly increased 
demand. The Navy also had to select, from among the various models 
of military equipment which had been under development, those equip- 
ments on which we should concentrate for production. With this 
background of hostilities in Korea, it is natural that we should have 
devoted most of our attention to problems of production of the most 
advanced equipment. It is also natural that accuracy of pricing and 
efficiency of contract administration became, for the moment, second- 
ary considerations. It was, in our judgment, necessary to put first 
things first, and the necessity for a fast buildup of modern military 
strength was paramount. In fiscal year 1951 we contracted for a total 
of $7.7 billion. This was approximately 514 times the rate of the 
vear immediately preceding. In fiscal year 1952 we had a further 
substantial increase in our purchasing to a total of 10.5 billion, or 
nearly 714 times the 1950 rate. 

Of this large total, a great deal involved highly complex, military 
equipment, much of which had never previously been produced. To 
handle properly the purchase of such equipment requires a large ex- 
perienced group of engineers with specialized skills, and a well-trained 
group of competent negotiators who are throughly indoctrinated in 
the policies of the Department. These men need knowledge of the 
techniques and tools of negotiation. They also need familiarity with 
the Navy and their bureau or office organizations and experience in 
dealing with a very specialized type of supplies or services. Although 
our staffs were being expanded as rapidly as people could be trained, 
obviously 1951 and 1952 were not years in which we could keep up with 
our pricing workload. oie 

The committee staff has reported that many of our pricing decisions 
were postponed during this period. Obviously, these delays had a 
serious impact on the risks assumed by contractors and, temporarily, 
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on our control of costs. As the committee staff also reported, there 
were too many letter contracts, there were excessive delays in convert- 
ing them, and there were frequent delays in establishing firm target 
prices on incentive contracts as well as in negotiating final prices on 
redeterminable contracts. In fiscal year 1953 we had outstanding in 
the Navy a peak of 1,150 letter contracts and 1,200 redeterminable and 
incentive contracts. At this peak there were 2,350 contracts on which 
pricing action had been delayed. The volume of such contracts did, 
In many cases, preclude per fect administration. 

Over the intervening years, we have expanded and trained our pur 
chase staffs to the point where our workload is being handled on a 
current basis. With this agumentation, we have been able to institute 
very tight controls over the issuance of new contracts of these types and 
to maintain a close schedule over our repricing actions. .As a result, 
the Navy has reduced the number of outstanding letter contracts from 
1,150 to 61 and the number of redeterminable and intentive contracts 
from 1,200 to 564. Our present total of contracts requiring repricing 
is 625 as contrasted with 2,350 in fiscal year 1953. The importance of 
this reduction is not in the numbers themselves, since letter contracts, 
redeterminable contracts, and incentive contracts are perfectly sound 
and prudent contractual instruments. The importance of the reduc- 
tion is that it has reduced to manageable proportions the workload 
of administering these contracts, controlling costs thereunder, and 
repricing on a timely basis so that the proper risks and incentives are 
made to apply. Your staff has furnished a sound analysis of the 
situation reflected in many of the contracts it studied. However, the 
report does not accurately describe our present procurement situa 
tion nor is it correct in all of its policy conclusions. We do not antici 
pate that our military programs will again be reduced to the level 
that prevailed just prior to Korea, but if this did happen and we 
were again faced with as large and urgent a buildup as occurred in 
1951 and 1952, it is likely that there would be a repetition of many of 
these procurement methods. 


REPORT COMMENT 


’ (continued). The labeling of incentive type contracts as fixed 
price contracts, whereas in fact they provide for reimbursement of cost 
incurred plus a profit (with an overall] ceiling), is admittedly poor 
practice. These contracts are flexible contracts and should be called 
such. 


AVY COMMEN' 


5 (continued). The labeling of these contracts does not affect the 
obligations of the parties. The nature of the contractual oblig: — 
is defined within the contracts themselves and would not be changed i 
any sense by a change in labeling. The essence of an incentive contract 
is that it provides for the negotiation early in the contract of a target 
for the contractor’s cost of performance of the contract. At this same 
time, there is negotiated an agreed profit to be paid if the ultimate costs 
are the same as the target cost. In addition, there is negotiated, at the 
same time, a share pattern or percentage, such as 15, 20, or 25 percent 
by which the contractor will participate in the amounts by which — 
actual costs are over or under the target. In other words, if : 
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percent share pattern is negotiated and the contractor’s costs exceed 
the target by 10 percent, he will bear 21% of the 10 percent and the 
Government will bear — other 714. Similarly, if his costs are under 
the target by 10 percent, 214 percent in addition to the target profit will 
go to the contractor and 714 to the Government. In addition, there is 
a ceiling set on the total amount which the Government shall be re- 
quired to pay the contractor. This ceiling may run 10, 15, 20, 25 per- 
cent or any other amount negotiated by the parties over the target. In 
incentive contracts, unlike cost reimbursement contracts, the ¢ ontr actor 
obligates himself to perform the contract in its entirety within this 
ceiling amount. At the end of performance, under the incentive con- 
tract, the contractor’s costs are audited and reported to the contracting 
officer. Normally, there is question as to whether some of these costs 
are properly applicable to the contract. The method of treatment of 
such questioned costs is negotiated, and the final total cost agreed on by 
the parties. When this has been done, the profit and share pattern pre- 
viously negotiated is applied automatically. 

The advantages of such a contract, in proper cases and when prop- 
erly administered, are very great. These contracts provide a means of 
encouraging the utmost efficiency in production by the contractor and 
they return to the Government many of the fruits of such efficiency. It 
should be clear from the foregoing description that the greater the 
savings, the more dollar profit the contractor makes, whereas the 
higher his costs, the less dollar profit he makes. With this description, 
it should be understood that it makes no difference whether such con- 
tracts are called fixed-price types of contracts or flexible contracts. 


(For a chart of a typical incentive contract see next page.) 


DELAY IN FORMALIZING INFORMAL COMMENT 
REPORT COMMENT 


. Unconscionable delays have taken place in for malizing letter con- 
a auc he into definitive contracts, diluting the Government’s opportunity 
to obtain fair and reasonable prices because the contractor realizes the 
Government can little afford to cancel work in process with the attend- 
ant production delays and added costs. 


NAVY COMMENT 


The delays in formalizing letter contracts, like the delays in 
establishing firm target prices on incentive contracts, are discussed in 
the comment on item 5 above. 


PURCHASE OF UNPROVEN EQUIPMENT 
REPORT COMMENT 


6 (continued). The great abuses in this area concern the so-called 
calculated risks taken by the Government starting into production on 
untried and unproven equipment, and the position of the military 
services that the state of the art does not lend itself to definitive speci- 
fications at the beginning of certain secret and complex production 
contracts. 
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NAVY COMMENT 


6 (continued). Your staff has made three observations which are 
extremely important with regard to our procurement of modern wea- 
pons ¢ and advanced armament. Briefly stated, these are, first, that the 
Navy went ahead with procurement, especially of aircraft, without 
firm specifications; second, that the Navy used production funds exten- 
sively for research and development purposes; and, third, that the 
Navy wasted money by ordering production runs of unproven air- 
craft. It should be understood that these remarks are restricted to 
the modern weapons, where rapidity of progress is not only extremely 
important, but may well be the deciding factor as to whether our 
country or our enemies maintain the lead. It should be remembered 
that grave concern has been expressed on the floor of this Congress as 
to whether or not our progress is rapid enough. Certainly, in general, 
we can all agree that, time and manpower permitting. we should pro- 
cure proven items described by firm specifications. However, when 
we are talking about the first-line sinews of war, which depend so 
much upon the very latest scientific and technological achievements, 
it is important to realize that we cannot have everything which would 
be administratively desirable and, at the same time, have everything 
which will put the most modern equipment into the fleet in the shortest 
possible time. 

The development of modern tactical weapons stems from a combina- 
tion of advancing scientific knowledge and need for the specific weap- 
on. Basie scientific advances are usually known in all countries with- 
in a very short time span. The needs of all countries for weapons 
are approximately the same. It is common, therefore, for new types 
of weapons to appear in different countries at nearly the same time. 
Advantage goes to the country which can develop the need in the short- 
est time after the scientific advance is known. To shorten this de- 
velopment time and gain every possible advantage, it is frequently 
necessary to start production before a of product develop- 
ment. We would be Jax in our duty to the Nation if we did not do 
so. The Navy has to take some chances in this area, but only when 
our technical judgment indicates every probability of success. We 
do not make these decisions recklessly. In order to get modern air- 
craft, we decided that we would reach out to the limits -of an advanced 
science and that we would accept necessary changes and modifications 
as information and production progresses. By the use of this method 
we hoped and believed that we could produce more formidable weapons 
than those in the hands of our enemies. Furthermore, our technical 
and scientific manpower in the Navy Department is limited, just as it 
is limited throughout the United States. Rather than have these per- 
sonnel] spend their time in attempting to write the specifications for 
aircraft already proven, we felt their valuable time could be better 
spent in developing new concepts and advances. 

As the prototype or the early part of a production run of such 
weapons as planes or ships are produced, it : inevitable that the possi- 
bility of improvements will become known. Good judgment will dic- 
tate that they be incorporated in the production line. This work can 
be classed as research and development or it can be considered part of 
the production process. It is certainly true that it will be paid for 
out of production funds. To some degree this is inevitable and is a 





295 


situation which we have recognized for many years. In fact, in justi- 
fying our programs before Congress in years past, we have given recog- 
nition to this fact in our budgeting. 

Finally, in considering whether or not it is a waste of money to order 
production runs of unproven aircraft, it should be remembered that 
an aircraft develops over a period which may be as long as 10 years, so 
that if we wait until our airplanes are thoroughly proven, we would 
be entering production orders for obsolete aircraft. 

This is an area in which decisions are most difficult to make. We are 
not buying something that can be checked out in every respect or that 
will come in a neat package or that will vary its delivery schedule or 
that lends itself to a simple clean-cut contract. Rather, we are buying 
the most modern weapon of which we can conceive, but a weapon 
which, when delivered to the fleet, will incorporate in it those scientific 

breakthroughs which have been made during the period of years that 
it takes to manufacture a modern weapon. It is clear that these risks 
must be taken and that we must proceed with procurement in advance 
of definitive specifications. 


ENGINEERING CHANGES 
REPORT COMMENT 


7. Lengthy delays were noted by the staff in processing and approv- 
ing engineering changes. Such delays result usually in increased cost 
to the contractor and, in turn, to the Government. 


NAVY COMMENT 


. Within the last 2 years there has been a marked improve ment in 
the time taken for processing and improving engineering changes. 
This time. obviously, varies with the complexity in the chang in- 
volved and, in many cases, may be fairly time consuming. If is not an 
automatic process. It is beli eved that the e present pri ictice of the e Navy 
is satisfactory in this respect. 


LACK OF FIRM DELIVERY SCHEDULES 
REPORT COMMENT 


5. Delayed deliveries are commonplace. Unrealistie de livery 
schedules are accepted from contractors for — x military equip- 
ment, followed by continuous amendment of these contract schedules 
to extend delivery dates often as much as 2, 3, or + years beyond the 
original contract date. Two things are basically wrong with such 
procedure; the original planning and requirements determinations 
are usually inaccurate and production funds are diverted into research 
and development activities and often obligated just prior to the close 
of the fiseal year. 

NAVY COMMENT 


This conclusion would not be true if applied to Navy nae 
ment generally. It has accuracy only when it is associated. as we 
understand the report intends it to be associated, with a sm: ail | num- 
ber of contracts for new, complex, military equipment. As to such 
equipment, it may well happen that the delivery date stated in the con- 
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tract is a target date based on our best estimates in advance. Unfore- 
seen difficulties coupled with the necessity for concurrent substantial 
improvement causes this delivery schedule slippage. Our weapons are 
useful only to the extent they can effectively cope with those of our 
potential enemies.. If we learn during production of improvements 
that will enhance our relative standing or if we learn that the weapon 
under contract is not good enough, we will alter our delivery schedules 
to get the requisite improvement. Schedules which were initially 
realistic become unrealistic. Continuous amendment may be required. 
It would certainly not be in the interest of the economy which the 
committee seeks for us to continuously accept obsolete, and therefore 
militarily useless, equipment in the interest of avoiding contract 
amendment or deliveries which are delayed beyond the originally 
scheduled dates. These delayed deliveries are, in our opinion, not 
indicative of bad “original planning or requirements determination” 
as stated inthe report. They indicate changing military requirements, 
improvements or unforeseen production difficulties inherent in this 
type of product. Delays also do not occur because “production funds 
are diverted into research and development activities.” The engi- 
neering for production and the incorporation of changes during pro- 
duction are normal uses of production funds. While making changes 
during production is admittedly costly, it is no more so with one set 
of funds than with another. It is not as costly as it would be to accept 
useless equipment. 

The inference, in the last sentence of the report comment above, that 
we are obligating funds just prior to the close of the fiscal year demon- 
strates again that the staff, in making this report, concentrated on 
very old contracts. With respect to continuing “no year” funds, there 
is no incentive to obligate with relation to the end of a fiscal year. 
With annual funds it has been illegal, since fiscal year 1953, to obligate 
over 20 percent of our procurement funds in the last 2 months of the 
year. We have complied with the law. 


COOPERATION BETWEEN AUDITORS AND PROCUREMENT PERSON NEL 
REPORT COMMENT 


9. Cooperation between auditors and procurement personnel, which 
exists at a minimum in some areas, should be required by higher 


authorities. 
NAVY COMMENT 


9. The summary of findings of the committee staff makes the gen- 
eral finding that there is a lack of cooperation between auditors and 
procurement personnel and recommends that such cooperation be re- 
quired by higher authority. The general allegation would seem to 
include the Navy along with other elements of the Department of De- 
fense. However, a close reading of the supporting text in no way 
indicates any such lack of cooperation within the Navy Department. 
In fact, the report indicates that the Navy has recognized the import- 
ance of liaison between audit and procurement personnel by the as- 
signment of qualified cost analysts to procurement activities. We do 
have in the Navy very real working cooperation and coordination. 
This relationship is constantly improving. The Navy has long recog- 
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nized the rightful place of the auditor as a fullfledged member of the 
procurement “team” along with the engineer, the lawyer, and the 
contract negotiator. We do not claim that our negotiators always 
can, or necessarily should, follow the detailed recommendations of 
auditing personnel with respect to prices covering works to be done 
in the future. These recommendations, however, receive great weight 
in our procurement decisions. 


PERSONNEL TRAINING 
REPORT COMMENT 


9. (continued). Training programs for procurement and audit 
personnel should be continued and extended to the lower grades. 


NAVY COMMENT 


9%. (continued). The Navy, like the other services and, in part, in 
conjunction with them, has extensive training courses for procure- 
ment personnel. We have conducted training programs for contract 
negotiators, buyers of lower grades and for those concerned with con- 
tract terminations. We are now instituting a course in contract ad- 
ministration. An end product of each of these courses has been a 
carefully conceived and very detailed textbook. Many sessions of 
each of these courses have been conducted and they are repeated as 
necessary. We have had representatives of the other services attend 
our courses and, in turn, Navy personnel have attended theirs. This 
interchange has been helpful to us all in developing these courses. 


AUDIT PROCEDURES 


REPORT COMMENT 


9 (continued). Uniform audit procedures for incentive and price 
revision contracts are lacking and should be prepared without further 
delay. 


NAVY COMMENT 


9 (continued). This statement has the same import as the state- 
ment made in the second sentence of paragraph 3, on page 3, of the 
“Summary of findings.” Our comment there was: 

The armed services procurement regulation contains one set of cost 
principles specifically applicable to cost reimbursement type contracts. 
It is correct that it does not contain any cost principles labeled as 
being specifically applicable to price redeterminable contracts. How- 
ever, for the last 5 or 6 years the 3 military departments have, by 
written agreement, used the cost principles applicable to cost reim- 
bursement type contracts as the basis for the conduct of audits of 
price redeterminable contracts and the submission of reports to ne- 
gotiating personnel. This provides the necessary guidance for cur- 
rent operation and has worked successfully in the Navy. The draft- 
ing of a new set of cost principles specifically applicable to price re- 
determinable contracts and, more important, a description of the use 
to be made of audit recommendations submitted in accordance with 
such principles is nearly completed. 
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INVENTORY RECORDS AND COMPUTATION OF REQUIREMENTS 
REPORT COMMENT 


10. Weaknesses in requirement computations, inaccurate inventories, 
inadequate stock records, excessive paperwork, and lack of price con- 
trol have hindered efficient and economical procurement of spare parts. 
Even though massive detailed effort goes into computations, the for- 
mulas are incomplete, requiring adjustments based on class knowledge. 
Glaring errors noted by the st: aff in records of assets on hand and on 
order show that data used in formulas are inaccurate. Action in 
declaring parts excess to needs while procuring identical parts reflects 
chaotic condition of records at central air materiel area, Chateauroux, 
France. Due to inadequate stock control, 5,503 Navy radios valued at 
$11,006,000 cannot be located and as a result 2,000 additional sets are 
on order. 

NAVY COMMENT 


10. In connection with the procurement of spare parts, we do not 
agree that there are serious weaknesses in requirements computations, 
inventory inaccuracies, or inadequacies of stock records. Paperwork 
is heavy as it necessarily must be to handle the flow of over 1,200,000 
different types of stock items distributed on a worldwide basis. We 
do not believe that any of the facts or analyses contained in the body 
of the report with respect to the management of materials by the Navy 
provides a basis for the statements contained in paragraph 10 above, 
of this summary of findings. As to the radios, we do not agree that 


our stock control is inadequate, that 5,503 cannot be located, or that any 
have been lost. The 2,000 additional sets are necessary. This is dis- 
cussed in greater detail later in the report 


PERSONNEL TURNOVER 
REPORT COMMENT 


The high rate of turnover of procurement and contract adminis- 

ation personnel, both military and civilian, has seriously affected the 

offic iency of the procurement and contract administration functions. 

Training of personnel in these operations, where it has existed, has 

heen haphazard. The Government’s position in negotiation, control- 

ling production costs, and maintaining contract deliveries is ‘seriously 
weakened by lack of personnel continuity in these functions. 


NAVY COMMENT 


Turnover in procurement and contract administration jobs is 
no greater than in other assignments throughout the Navy. In this 
field the preponderance of all personnel assigned are civilians and we 
are unaware of any alarming lack of continuity in their employment. 
It is believed that the staff report deals only with the personnel situa- 
tion observed in the Bureau of Aeronautics and in field activities asso- 
ciated with that Bureau. The principal military personnel involved 
in the report are those assigned as contract administrators in aircraft 
plants—the Bureau of Aeronautics representatives. These jobs are 
normally staffed by reasonably senior aeronautical engineering special- 
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ists who have had much experience in handling industrial matters in 
connection with aviation. Their tenure in contract administration 
jobs may be too short. This subject is under study. Nevertheless they 
are supported by permanent civilian staffs whic h _ ide the continu- 
ity in administration which is sought. In the Navy, practically all 
negotiations and most contract administration matters are conducted 
by civilian personnel, Nowhere in the staff report is there any docu- 
mentation or discussion in support of the conclusion, stated above, that 
the efficiency of the procurement and contract administration functions 
has been seriously affected by the high rate of turnover among civilian 
en I. 

The Nav V, like the other servic ‘es, has conducted m: wy sessions of 
regular traiming courses in negotiation and phases of contract admin- 
istration, We believe that this training, which is discussed under para- 
graph 9, page 5 (a) above, is neither inadequate nor haphazard. 


SPECIAL CASE STUDIES 


REPORT COMMENT 


12. Special attention is invited to the body of this report, particu 
larly section VII and the supplemental report of even date containing 
case studies on Pratt & Whitney and Boeing Airplane Co. which de 
scribe in specific detail flagrant deficiencies in the procurement and 
contract operations of the Army, Navy, and Air Force. 


NAVY COMMENT 


The Pratt & Whitney case is the only separate case study relat 
ee ‘to Navy procurement. It should also be repeated that there is no 
other Navy procurement cited in the text of this report as to which the 
report mi: akes an appraisal and comment on the quality of the price 
negotiations. The Pratt & Whitney contract will be discussed later in 
detail in conjunction with this case study but our comments can be 
summarized by stating that we consider this contract to have been 
well negotiated and well priced. We do not believe that the case 
study, properly analyzed, provides a basis for the statement that it 
describes “flagrant deficiencies in procurement and contract opera- 
tions.” We conside rit very significant that after more than 6 months 
of study in the Navy, during which time our internal files and records 
were continuously available, the staff criticizes the pricing of only one 
Navy contract. This was an annual contract which has been negotiated 
annually for a number of years. Three other years were also exam 
ined. We do not agree with their appraisal of the 1 year which was 
criticized and we do not think that pric ing in 1 contract should 
serve as a basis for a gener: al condemnation of Navy pricing, cost anal- 
ysis, and cooperation between negotiators and auditors. 


REPORT COMMENT 


A. The philosophy of negotiating as opposed to advert ising appears 
to be in direct conflict with the intent and purpose of the Armed Serv- 
ices Procurement Act. 
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NAVY COMMENT 


A. As pointed out on page 287, negotiation of contracts is not 
in conflict with the Armed Services Procurement Act. Negotiation 
is specifically authorized by this act and the record is clear that 
the Congress authorized negotiation under the specified conditions be- 

cause it 1s clearly good business to do so. 


REPORT COMMENT 


The staff noted an increasing tendency throughout the military de- 


partment to let the nature of the item determine whether advertising 
or negotiation is appropriate. 


NAVY COMMENT 


The observation quoted above infers that this tendency is wrong. 
On the contrary, it is entirely correct. The method of procurement 
(i. e., advertising or negotiation) must be carefully selected after con- 
sideration of all of the factors involved, but particularly the nature of 
the item. The most basic reason for the enactment of Public Law 413 
in 1947 was the recognition of the fact that the highly complex military 


equipments must, by their very nature, be acquired in a modern and 
businesslike manner. 


REPORT COMMENT 


In contracts involving special pricing provisions for long production 
lead time, practically no « onsideration is ever given to advertising. It 
iS axiomatic in present procurements by military departments “that, 
in such contracts, purchasing shall be by negotiation under section 
2 (c) (1). 


NAVY COMMENT 


The report infers that the above is bad. On the contrary, it is ex- 
tremely good contracting procedure. Such contracts can rarely be 
formally advertised. It would not be good business to do so, since all 
bidders would invariably include large ‘amounts in their prices to cover 
contingencies. At the present time, such contracts are negotiated 
under the authorized exceptions of Public Law 413. Since May 1954, 
these contracts have been individually justified under the criteria of 
Public Law 413. They are no longer awarded under the authorization 
of section 2 (c) (1), but under one of the other sections of the act spe- 
cifically created by the Congress for this purpose. 


CALIBER OF NEGOTIATION 
REPORT COMMENT 


It was stated on many occasions, in briefings, interviews, and even 
in buyers’ handbooks, that in negotiated pure oh: asing fair and reason- 
able prices are insured to the militar y Ra te by skillful negotia- 
tion, sound cost analysis, and repricing techniques. These high sound- 
ing words and terms do not bear out the record of actual. practice. 
Skillful negotiation is often subordinated by directed procurements: 
sound cost analysis 3 is for the most part mythical, as evidenced by the 
military department’s own audit group reports, as well as the Comp- 
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troller General’s reviews and reports; and repricing techniques are 
often left to the arbitrary procedures of price redetermination after 
completion of the contracts or subsequent renegotiation of overall 
defense business by the Renegotiation Board. 


NAVY COMMENT 


As indicated on page 289 and page 299, the staff report contains 
only one analysis and appraisal as to the quality of Navy pricing 
techniques. In the one case studied (Pratt & Whitney), we do not 
agree that there was any lack of skillful negotiation. On the con- 
trary, we consider this contract to have been well negotiated and well 
priced. We do not think that the pricing of one contract should serve 
as a basis for a general condemnation. It is our view that, on the 
whole, our negotiated contracts result in fair and reasonable prices as 
the result of skillful negotiation, sound cost analysis and repricing 
techniques. It is our stated policy and practice not to rely on price 
redetermination after completion of contracts or on such overall profit 
control techniques as renegotiation. With respect to the Navy, the 
staff report in no way documents the contention that our contracts 
are not well negotiated and we do not know of any valid basis for 
such a general conclusion. In fact, we are led to believe, from many 
contracts with industrial organizations and from close scrutiny of 
their contracts, that negotiated contracts of the Navy Department are, 
on the average, far more carefully priced than the nearest comparable 
industrial contracts. We know that those firms which doa substantial 
amount of commercial as well as governmental contracting expect to 
make a greater margin of profit on their commercial work than on 
their governmental work. 

We do not feel that the skills of our negotiators or the quality of 
our negotiations compare unfavorably with those of private industry. 


DEFICIENCIES IN POLICY GUIDANCE 
REPORT COMMENT 


Serious deficiencies exist with respect to policy guidance in the 
Armed Services Procurement Regulation, particularly in the field of 
(1) cost principles applicable to price redeterminable contracts; (2) 
subcontracting; (3) income from royalties and license fees. 


NAVY COMMENT 


The Armed Services Procurement Regulation is developed coopera- 
tively by the Secretary of Defense and the military departments. 
Tremendous progress has been made in developing standardized pro- 
curement regulations and a substantial amount of effort is continually 
being expended to further develop and refine this basic procurement 
document. As in any evolutionary product, it is inevitable that it 
will not be complete in all respects at any given time. In virtually 
all specific areas mentioned in the staff report, the Departments have 
been developing material for inclusion in the regulation. 





Specific deficiencies: 
1. Cost principles applicable to a redeterminable contracts 

As indicated on page 288, the Navy has had adequate guidance 
in this area, notwithstanding the lack of a set of cost principles for 
this purpose. 
2. Subcontracting 

While the armed services procurement regulation does not now con- 
tain policy guidance in the field of subcontracting, the Navy has had 
a published policy for nearly 3 years. This policy sets forth our be- 
lief that the basic responsibility for the selection of subcontractors or 
suppliers, their prices and their performance rests with the prime con- 
tractor placing the subcontract or purchase or der. How ever, We recog- 
nize our responsibility not only to ascertain that the prime contractor 
meets the necessary standards but also to insure, through appro- 
priate preliminary examinations, that the prime contractor is placing 
subcontracts or purchase orders to the advantage of the Government. 
Our published policy goes into considerable detail as to the various 
methods which may be utilized to test the purchasing practices of the 
prime contractor, particularly with respect to the degree of competi- 
tion obtained, the extent and adequacy of price analysis or price 
comparisons and the competence of the proposed subcontractor. Navy 
contracting and audit personnel work as a team in furtherance of our 
subcontract policies. 
J. COMME fi om royaltie sand licens: fe es 


As indicated on page 289, the Department of Defense has had a 


policy for many years of not taking title to patents which are devel- 
oped at our expense. The report suggests that the Government should 
share in the income produced by the contractor’s patents which re- 
sulted from meer conducted at our expense. Such a recom- 
mendation would necessitate the Government taking some form of 
exclusive ownership of its patents. This has not been our policy or 
practice. 


DEPARTMENTAL PROCUREMENT INSTRUCTIONS 
REPORT COMMENT 


Departmental procurement instructions which implement the 
armed services procurement regulation are burdensome on contract- 
ing officers, particularly new personnel. The possibility of conflict 
and misinterpretation is inevitable. 


NAVY COMMENT 


We believe that the Navy departmental procurement instructions, 
which nee srerent the armed services procurement regulation, are 
helpful rather than burdensome on our contracting officers. These 
documents cenit Navy procurement policy in those areas not. cov- 
ered by the armed services procurement regulation. Additionally, 
these instructions prescribe specific detailed operating procedures of 
a type which should not be included in a basic policy document such as 
the armed services procurement regulation. The field of procurement 
is a complicated one, and we are constantly striving to provide regu- 
latory material of a type which will be most helpful to contracting 
officers. 
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We believe that it is entirely impracticable to try to include in the 
armed services procurement regulation regulatory material to cover 
every conceivable procurement situation. Such an approach would 
stultify our efforts in obtaining the best business deal for the Navy. 


DEPARTMENTAL PROCUREMENT REGULATIONS 


REPORT COMMENT 


There is very little control by the services with regard to the issu 
ance of procurement regulations and little review to ascertain com- 
pliance with the armed services procurement regulation. 


NAVY COMMENT 


The Navy does not agree with this observation which is in no way 
supported in the staff report. We do control the issuance of Navy 
procurement directives in that they all originate in the Office of Naval 
Material. The Office of Nav al Material, which provides the es 
membership on the Armed Services Procurement Regulation Commit- 
tee, also regularly reviews poeeeseun Instructions Issued by Navy 
procuring activities. The Navy is constantly reviewing individual 
purchasing offices and individual contracts to ascertain compliance 
with the armed services procurement regulation. This is ace -omplished 
through the efforts of the Procurement Review Group, Office of Naval 
Material; the Contract Clearance Branch, Office of Naval Material, 
and the Inspector General of the Supply Corps. We do not have any 
evidence of noncompli ince With the provisions of the armed services 
procurement regulation or the Navy procurement directives. 


DECENTRALIZATION OF PROCUREMENT AUTHORITY 
REPORT COMMENT 


2. Navy procurement in general is based on centralization of con- 
trol and centralization of procurement on the large dollar contracts. 
Delegations of authority to purchase in field organizations is strictly 
limited to small transactions. Instances were noted by the staff where 
field activities of Navy were hampered by unrealistically small dollar 
limitations on local purchases. 

Some of these instances were modified during the period of the staff 
survey. In other cases, contract authority has recently been delegated 
to field activities on a basis which it is believed will increase efficiency. 


NAVY COMMENT 


. The majority of the Navy’s procurement dollars are spent. by 
the Navy's tech nieal bureaus—Aeronautics, Ordnance, and Ships. 
In this respect, the Nany situation is like that of the Army where the 
majority of the funds are spent by the technical services. The ¢ 
nical bureaus of the Navy. however, are located in W ashington 
Hence, it is true that, while there is organizational decentralization, 
there is not geographical decentr alization with respect to these burea S, 
The statement that delegation s to field organizations are limited to 
small transactions is not accurate. Sixty three field activities of the 
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Navy have unlimited purchasing authority and many of these activ- 
ities make very large procurements. These field activities buy prac- 
tically all of the supporting spares for our major equipments by 
assignment to such activities as the Aviation Supply Office, Philadel- 
phia, the Ships’ Parts Control Center, Mechanicsburg, Pa., and the 
Klectronics Supply Office, Chicago. In addition to 10 of these supply 
demand control points buying specialized types of materials, we have 
seven area buying offices which purchase without commodity special- 
ization. They cover the whole country. All of the foregoing activities 
have unlimited purchase authority. There are, in addition, 46 other 
activities, such as shipyards, air stations, etc., which are not limited 
in procuring for their own needs. There are a number of smaller 
activities where we have placed dollar limits on the authorized amount 
of purchasing. All of these limited activities receive buying service 
from one of the unlimited activities. These smaller activities are 
limited in their purchase authority because the volume of purchasing 
at such locations is not sufficient to support a highly skilled purchase 
staff. Accordingly, we would prefer to have their occasional large 
purchases handled by expert buyers in the area buying office serving 
the activity. Obviously, workload throughout these activities is not 
static and we occasionally increase, decrease or remove purchase limita- 
tions. 
CONTRACT AWARD PROCEDURES 


REPORT COMMENT 


Introduction 

By way of general introduction to this subject, it should be noted 
in areas of major procurements for items strictly military in nature, 
the prevailing rule of the day appears to be based on the philosophy 
of giving the military departments a maximum latitude in judgment 
for developing suppliers of military products. The philosophy is 
established on the premise that sound relationships between industry 
and the military are absolutely essential for the most effective and efli- 
cient use of the country’s industrial mobilization potential in times of 
national emergency. That the scope and breadth of this military pro- 
curement philosophy is very realistic and practical is evidenced by the 
present complexity of military items such as atomic, electronic, and 
aeronautic equipments. The actual conversion of this philosophy into 
a useful working operation under the present Department of Defense 
policy directives and regulations, together with the implementing in- 
structions and procedures of the military services, leaves much to be 
desired. The most serious deficiencies observed by the staff in the 
attempts of military procurement operations to fulfill the desired 
objectives were noted in the following procurement and contract areas: 

(a) Negotiators inability to evaluate cost estimates. 

(b) Lack of specific or definitive specifications. 

(c) Lack of management responsibility in determining a com- 
petitive position for procurement and contract operations after 
development of prototype equipments under research and devel- 
opment contracts. 

(d) Use of production funds and production contracts for re- 
search and development activities. 
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(e) Lack of uniform or specific ground rules for negotiation 
among the military services. 
(f) Lack of firm requirements on items involving maintenance 
of Wobilization base. 
NAVY COMMENT 


A discussion of each of these claimed deficiencies, except (c) above, 
will be covered as each is reached in a more detailed manner later in 
the staff report. At this point, it is sufficient to say that we do not agree 
that serious deficiencies exist as to these procurement and contract 
areas in the Navy. 

There will be no later discussion with respect to the alleged deficiency 
mentioned in (¢c) above because this statement of the deficienc y is the 
only time it is mentioned in the report. There is no later documenta- 
tion for the statement. 


NEGOTIATOR'S INABILITY TO EVALUATE COST ESTIMATES 
REPORT COMMENT 


The staff focused its contract review efforts in the area of cost plus 
lixed fee, fixed price incentive, and fixed price redetermination types 
of contract. There is no essential difference in the basic problems in- 
volved in these type contracts. All three are based on estimated targets. 
These estimates are developed and furnished by the prospective con- 
tractors, usually in the case of military items—on rather vague or often 
incomplete specifications. The major weakness in the system is the 
(sovernment’s inability to evaluate the estimate. 

All estimates have contingencies, It is this area that is difficult for 
any Government negotiator to evaluate. If the negotiator had access 
to the contractor's working papers of estimates, some realistic evalua- 
tion could be made of the contractor's figures. No issue, however, is 
ever made of this area and the contractor has a tremendous advantage 
at the negotiating table. 

The only area of continual evaluation is the profit area. The Gov- 
ernment negotiator battles continuously to better his position in the 
profit area but since he does not have access, other than indirectly, to 
the m: jor cost factors of |: tbor and engineering overhead on whic h the 
profit is based he is working in a vacuum of statistical ratios where 
slight errors of judgment or evaluation lead to sizable increases of 
profits to contractors. In the subcontracting area there appears to be 
even less control of cost. 


NAVY COMMENT 


The statement that there is no essential difference in the basic 
problems involved in cost plus fixed fee, incentive, and redetermina- 
tion types of contracts, is accurate only to the extent that in all three 
types there is some degree of necessity for predicting what the ultimate 
cost of performance will be. This is true to a greater or lesser extent 
of practically all contracting except the legally prohibited cost plus a 
percentage of cost contract. It is a factor in firm fixed price contracts 
as well as the types named in the report. It is true that these estimates 
of cost are developed initially by prospective contractors. If the con- 
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tract is being awarded competitively, as a high percentage of our nego- 
tiated procurement is, the estimates of cost are prepared simultane- 
ously by all competing contractors. These estimates, carefully ana- 
lyzed and evaluated, serve as one of the bases for our negotiation, along 
with the other factors which may be available, such as competitive 
prices, past price history, prices of comparable equipments with anal- 
ysis of differences, Government estimates of cost, etc. To the extent 
that the specification may be somewhat vague, as it frequently is with 
respect to new weapons systems, contractors are quite properly inclined 
to provide contingencies to cover the risks. In any realistic appraisal 
of this portion of military procurement it must be recognized that 
specification uncertainties and, therefore, initial pricing contingene ies 
are inevitable. It is the basic condition under which this type of pro- 
curement is done. It is the reason we have cost plus fixed fee, incen- 
tive, and redeterminable types of contracts. In all of these contracts 
we get an opportunity to reexamine the initial price and eliminate that 
portion of the price covering r isks which did not come to pass. 

In production contracts the cost plus fixed ee contract is normally 
the least desirable since, under shin contract, the contractor does not 
guarantee performance, and he has no limit on his cost. In the cost 
plus fixed fee contract, the initial negotiation simply establishes the 
amount of the fee or profit. In most redeterminable contracts, there 
is an opportunity at some stage of production to reprice the entire 
contract. The initial negotiation in such contracts normally establishes 
an interim billing price and a ceiling on all prices. In incentive con- 
tracts, the initial negotiation establishes the target and the framework 
on which the contract will ultimately be evalu: ited, as well asa ceiling. 
In these contracts it is important that the initial negotiation be rea- 
sonably accurate. In firm fixed price contracts, the original negotia- 
tion is the final one, and it is important that it be accurate. 

The statement that the major weakness is the Government’s inability 
to evaluate the estimate does not furnish an accurate appraisal of 
Navy procurement and is not supported, as to the Navy, by any case 
cited in the report. Evaluating estimates is admittedly not easy. It 
is the heart of all of our negotiation. It cannot be avoided. It can 
never oe handled with mathematical certainty but, under expert treat- 
ment, can be handled with considerable precision. There are available 
to Nav vy negotiators a great many aids to this evaluation. The nature 
and proper use of these aids are described to them in their training 
programs, their handbooks and, above all, from their experience. The 
evaluation of contractors’ proposals is accomplished through such a 
variety of means as detailed appraisal of the elements of cost included 
in the appraisal, frequently assisted by a resident auditor’s analysis 
and projection of such cost factors as wage rates, and overhead costs, 
past and current material rates, etc. ; : detailed comparison with Gov- 
ernment estimates; projections, inc Juding i increased efficiency factors, 
from known costs of earlier production; and comparisons with the 
costs of other related equipment. We also frequently make a det: uiled 
appraisal of the estimating methods and systems of important con- 
tractors so that we are better able to evaluate his estimates. To sug- 
gest that we ought also to have his working papers on individual 
estimates is unrealistic. Contractors normally will not furnish such 
data. Obviously, such papers would only support the detailed esti- 
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mates already furnished. In the vast preponderance of our negotia- 
tions we are not combating bad faith or misrepresentation but normal 
business prudence couple «d with fair ly large cost elements that cannot 
be forecast with great accuracy. We completely disagree that con 
tractors have great advantages at the negotiating table. In most in 
stances, as stated by the staff report, the heart of the problem is in the 
evaluation of unknowns or contingencies. In this area the contractor 
has the same difficulties we have. Our experience does not support the 
conclusion that contractors’ personnel are better equipped for these 
negotiations than Government personnel. The contrary is very fre 
quently the case. 

The statement that the only area of continual evaluation is the profit 
area completely disregards normal Navy negotiation practice as de 
scribed in the foregoing paragraphs. This is not correct in theory 
or fact. The only contracts where profit is the sole area of evaluation 
and negotiation are cost-plus-fixed-fee contracts which elsewhere in 
the staff report seem to be favored. 

The conclusion that the Government negotiator does not have ac- 
cess to other major cost factors and that he is therefore working in 
a vacuum in such other areas is not an accurate appraisal of Navy 
negotiation and is not supported by the report. As previously shown, 
the negotiator has the ability, the information, and the tools to ap- 
praise ‘and evaluate such other costs and identify contingencies with 
a high degree of accuracy. 

As stated in connection with the summar 'y, the Navy has provided 
guidance and, in its review of proposed major contract awards, regu- 


larly analyzes the adequacy of pricing in major subcontracts. 


AUDIT REVIEW OF CONTRACT( RS” COST PROPOSALS 
REPORT COMMENT 


Review of procurement actions and discussions with auditors in- 
dicate the need of a requirement that all cost proposals be transmitted 
to the applicable audit office in order to give the audit personnel the 
opportunity to comment on the proposals prior to the negotiation of 
contract prices. 

At the present time audit does not always have the opportunity to 
contribute their technical knowledge or information regarding past 
experience in audits of the contractor. Resident audit offices located 
at contractors’ plants are sometimes requested to review the contrac- 
tors’ cost proposals for new procurement. However, in cases where 
there is no residency, audit personnel are very rarely requested to per- 
form this function that is necessary for economical procurement 
actions. 

As one of the basic conditions for use of redeterminable contracts 
is that prices established should be free of contingencies, a review of 
contractors’ cost proposals by the auditors would eliminate or sub- 
stantially reduce the inclusion of these amounts and contribute to the 
establishment of more reasonable and fair prices. 

This review of cost proposals would not require a detailed audit of 
historical costs expect in those cases specifically requested by procure- 
ment personnel due to past experience or because of the nature of the 
individual procurement involved. 
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Audit personnel realize that their contributions in this area are lim- 
ited, but feel that if given the opportunity they could contribute to 
obtaining better prices and also eliminate many of the areas that 
could later become controversial in negotiations of final prices. 


NAVY COMMENT 


While there is no absolute requirement in the Navy that all con- 
tractors’ proposals be reviewed by auditors, the pr actice of utilizing 
audit advice in cases where such advice can be helpful is well grounded 
in the Navy. Many major procurement activities of the Navy have 
audit personnel permanently assigned for this purpose. Practically 
all repricing proposals are currently being reviewed by auditors. 


FAILURE TO DEVELOP DEFINITIVE SPECIFICATIONS 
REPORT COMMENT 


The military today is not defining in specific terms what it wants- 
and more important—what it expects to get for its appropriated dol- 
lars. All it is getting is a calculated risk of what it thinks it needs 
in the major production area. Contracts are allowed to run for not 
1 or 2 years but often 3, 4, and 5 years without a single production 
unit being completed. During all this time the contr actor is operat- 
ing without risk on advance payments or progress payments for ma- 
terials or bills of material. No damages are assessed. No penalties 
are incurred. Production schedules are modified practically at will. 
Management responsibility and pride of accomplishment are often 
lacking. 

The issuance of numerous engineering change orders (in some con- 
tracts thousands of changes) is evidence of failure to develop defini- 
tive specifications. In some cases, changes were known to be necessary 
during preaward negotiations but were not considered at that time 
on the premise that change orders could be issued at a later date and 
the price adjusted at that time or at the time of redetermination. The 
general thinking seems to be that it is not important to spend the 
necessary time to prepare definitive specifications even in those cases 
where it is feasible to do so, because change orders, supplements and 
price redeterminations will correct deficiencies or inadequacies. De- 
finitive specifications would permit the use of formal competitive ad- 
vertising as a means of accomplishing more effective contract action. 

The staif believes that a more intensive effort should be directed to- 
ward development of definitive specifications prior to award of con- 
tracts. This action will not only reduce the hundreds of thousands of 
change orders and supplements but will minimize the need for costly 
price redeterminations and permit greater utilization of formal ad- 
vertising. From our review of contracts containing a large number of 
changes and supplements, it is evident that excessive issuance is caused 
by inadequate planning, errors in specifications and failure to deter- 
mine whether a desired change is of sufficient importance to justify a 
change order. In one contract with General Motors, approximately 
35,000 engineering change orders were issued. In addition it was 
noted that change orders were countermanded frequently by subse- 
quent change orders. ‘They cause delays, are costly from the stand- 
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point of production and are also costly from an administrative stand 
point because each change or supplement requires much handling be 
fore approval. A major effort should be made to reduce the frequency 
of such issue and consideration should be given to the concept of a 
periodic release of major change orders (in eroups) to minimize costly 
production interruptions. 

NAVY COMMENT 


A detailed comment on this allegation is contained on page 4 (f), 
paragraph 6, of this report. Summarizing, the Navy acknowledges 
that it proceeds with the production of new aircraft and other novel 
and important weapons systems before specifications are perfected. 
For reasons stated earlier, we consider that this is inevitable if we are 
to avoid buying obsolete equipment. Engineering changes through 
out the life of the contract are inevitable for the same reason. 

It is normal, in contracts of the type studied by the staff, to have 
contractors operating under certain performance guaranties that con- 
stitute risks. Such risks are not rendered any less by the existence of 
a system of progress payments. In any event, it is current policy and 
practice throughout the Department of Defense not to cover con- 
tractors’ total costs under progress payments. Substantial financing 
must be furnished by them. Usually, in airframe and aircraft en 
gine contracts, which the staff states are the only Navy contracts stud- 
ied, delays are not penalized in damages because such delays are caused 
by the Government’s desire for changes to improve the airplane. 
Where performance guaranties are not met, damages may be assessed. 

The statement that it is general thinking not to spend the time neces 

sary to prepare definitive specifications even where it is feasible to 
do So does not reflect cur rent Navy policy or practice. The staff studied 
aircraft and aircraft engines where this is rarely possible. Much of 
Navy procurement, however, is regularly made against definitive speci- 
fications, considerable of it by formal advertising and a larger per 
centage by competitive negotiation. 

In the Bureau of Aeronautics there is a regular procedure estab 
lished to contro! the issuance of change orders. It is the purpose of 
this procedure to screen all proposed changes to assure that only 
changes which are very important are issued. We agree that changes 
should be held to a practical minimum. 


USE OF PRICE REDETERMINATION CLAUSES 
REPORT COMMENT 


Before award of a negotiated contract the procuring agency is re 
quired by regulations to make financial and engineering ev: aluations 
of the contractor’s ability to perform, but frequently these evaluations 
are cursory and the agencies have relied upon pr ice redetermination 
clauses to protect the Government's interest. These clauses have been 
used to cover inadequate negotiation, price analysis and uncertainties 
likely to arise in production from the lack of definitive specifications. 
Price redetermination clauses should not be used as a protection 
against unrealistic cost estimates resulting from these deficiencies. 
Review revealed a number of contracts where the original price quoted 
by prospective contractors was accepted without change as the total 
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dollar value of the contract. When procurement personnel were 
questioned by the staff with reference to some of these contracts they 
indicated that the contractor was better qualified and in a better po- 
sition to establish costs than the Government price analysts. There 
was also evidence that the services frequently use the wrong price 
redetermination clauses. 

For example, the frequent use of form IV price redetermination 
clauses in Signal Corps contracts which provide for price revision at 
completion of production is inappropriate in view of the fact that 
many of the contracts cover a period of several years and large dollar 
amounts. Many of these contracts were of a research and ‘develop- 
ment or development production type and use of a form IV clause un- 
der such circumstances has the characteristics of a cost-plus-a-percent- 
age-of-cost contract. A cost-plus-a-fixed-fee contract would be more 
appropriate in such cases. The Army procurement procedures pro- 
vide that a form IV price redetermination clause shall be used where 
the quantity being procured is moderate and the period of the contract 
does not cover an extended period of time. 


NAVY COMMENT 


The first sentence of the above paragraph misinterprets the pur- 
pose of our departmental regulations with respect to preaward sur- 
veys. These surveys, which are designed to assure the contracting of- 
ficer of the financial and technical competence of the proposed con- 
tractor have nothing to do with pricing. Such surveys are not required 
on every negotiated contract et only when the contracting officer 


deems them nec essary. In the Navy they are not cursory. Under no 
circumstances could a price redeter mination clause protect against an 
inadequate preaward survey. A price redetermination clause has as 
its purpose the creation of the opportunity to take a second look at a 
price after certain of the risks and contingencies have been removed. 
It affords no protection against defaults ¢: aused by an incompetent or 
inadequately financed contractor. 

The generalities that redetermination clauses “have been used to 
cover inadequate negotiation, price analysis and uncertainties from 
lack of definitive specifications” is not a fair appraisal of the use of 
these clauses. When we are pricing novel military equipment of the 
type studied in this report, prudent contractors frequently include con- 
tingencies which they refuse to eliminate in negotiation. If such con- 
tingencies are greater than we are willing to accept in a firm fixed 
price contract, it is prudent on our part to insist on repricing after the 
facts giving rise to the more important contingencies are asc ertainable 
as, for instance, after a preproduction model has been approved. Un- 
realistic cost estimates by the contractor, if persisted in during negotia- 
tion, may sometimes be combated only by price redetermination 
clauses, and their use in such cases is perfectly proper. 

It is neither uncommon nor improper that an initial proposal is 
accepted without change after redetermination. If the initial pro- 
posal contained unacceptably large contingencies which could not be 
removed in negotiation, we would be well- -advised to include a price 

redetermination clause. All such clauses contain a ceiling on the final 
price. If, thereafter, the risks being guarded against actually oc- 
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curred, we might very well redetermine the price at the initially pro- 
posed rate w hic +h, in all likelihood, would be the ceiling. 

The use of price-redetermination clauses is outlined in considerable 
detail in part 4 of section III of the Armed Services Procurement 
Regulations. As is stated in that section, “the selection of contract t, 
is generally a matter for negotiation.” The statement that the serv 
ices frequently use the wrong clause is not documented, as to the Navy, 
elsewhere in the report, and indicates a rather basic lack of familiarity 
with the negotiation process. In most instances there is no “right” 
or “wrong” clause. The right clause is the clause under which, in the 
particular negotiation, we are able to make the best buy for the Gov 
ernment. One contractor may refuse a clause which another will 
accept. One may make great concessions under one type of contract 
that he will not make under another. Negotiation is not a one-way 
street that can be controlled and dictated by the Government. We 
should always be free to use the pricing method that will get us the 
best contract. This may result in our using what the report calls 
the wrong clause. 

We do not agree that a cost-plus-fixed-fee contract is the “appropri 
ate” contract type to cover substantial production extending over se\ 
eral years. Such contracts do not provide the appropriate incentives 
for cost reduction and they do not require any guaranty of perform- 
ance within a ceiling. 


USE OF INCENTIVE FIXED-PRICE CONTRACTS 
REPORT COMMEN1 


The services employ three major types and several subtypes of con 
tracts, as follows: 
I. Fixed-price contracts 
1. Firm fixed price 
. Redeterminable type fixed price 
(a) Incentive fixed pr ice 
(6) Maximum fixed price 
(c) Flexible fixed price 
(d) Fixed price with escalation 
Il. Cost-type contracts 
Cost-plus-fixed-fee 
2. Cost-no-fee 
III. Letters of intent 

Of the above types, the incentive fixed price is used generally in all 
production contracts on airframes, aircraft engines, and some major 
aircraft components. As these contracts covered a large amount of 
expenditures, they were very carefully studied. 

Incentive fved- price contracts are described as contracts where sup 
plies are furnished at a tentative base price (target price). Upon 
completion of the work the price is redetermined based upon the con- 
tractor’s actual cost, plus a sliding scale of profit which varies in- 
versely with the cost. The redetermined price cannot exceed a ceiling 
price stated in the contract (but the price can be otherwise amended). 

The principal reason advanced for the use of this type of contract 
is that neither the Government nor the contractor is in a position to 
estimate the cost of production accurately and it permits the risk fac- 
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tor to be equitably divided between the two parties. It is also alleged 
that this type of contracting encourages cost reduction by the con- 
tractor and that the Government shares in the contractor’s cost re- 
ductions. 

This type of contract was designed to reward the contractor for 
savings effected through increased efficiency. 

Originally it was a negotiated contract providing a fixed “target 
price” when first signed but in recent years a modification has been 
made to provide for what is known as interim repricing. This later 
form stipulates what is known as a tentative target price at the time 
it is written which permits budgetary contro] and regulates progress 
payments to the contractor. The fixing of a “firm target” does not 
take place until after the delivery of a specified number of end items. 
However, the percentage of profit and the profit-sharing formula is 
included at the inception of the contract. After the fixing of a firm 
target this contract becomes similar in operation to the original in- 
centive type by permitting the contractor a percentage participation 
in any savings and deducting from his agreed-upon profit a percentage 
of any cost in excess of the affixed target cost. 

Long delays in fixing firm targets in incentive fixed-price contracts 
came to this staff’s attention. The reasons for the delays included 
cases Where there was insufficient cost background; the reluctance of 
some contractor to agree to firm targets where there is a large area of 
uncertainty as to probable future material and labor cost; and delays 
occasioned by Government negotiators apparently because of fear that 
the fixing of the firm target at an early date might permit a contractor 
to realize a rather sizable profit. 

The theory of this type of contract is good but its effectiveness is 
very largely dependent upon the establishment of a reasonably accurate 
firm fixed target price at an early date. 

Firm target prices should be based on actual cost experience. Unless 
such costs are carefully controlled during the period prior to the 
establishment of a firm target price the incentive might well be to 
increase cost rather than reduce cost. 

Therefore, delays in fixing firm targets decrease the incentive to 
save money and give the incentive contract a “cost plus a percentage 
of cost” complexion during the period preceding the fixing of the firm 
target. 

Treating incentive fixed-price contracts as firm fixed-price contracts 
eliminates the audit controls which the Government provides in cost- 
plus-fixed-fee contracts, thus, the Government becomes a party to what 
amounts to a cost-reimbursible contract while losing some of the 
safeguards which it has found wise to maintain and establish in the 
administration of cost-plus-fixed-fee contracts. 

Under incentive fixed-price contracts audit reports of the contractors’ 
costs may be prepared at the interim repricing date when desired by 
the contracting officer but are not specifically required. 

A study by the Office of Navy Material of procurement policy on 
Navy airframe contracts revealed the weaknesses above mentioned 
and resulted, in September of 1954, in issuance of instructions to the 
effect that neither the target profit nor the price and profit adjustment 
formula shall be negotiated prior tc the establishment of the firm 
target cost. 
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There were still in existence as of June 30, 1955, 21 incentive-type 
contracts on airframes on which firm target prices had not been ‘set. 
The total value of such contracts was $1,353,603.356 some of which 


contracts date back to February of 1951. These figures were taken 
from Navy Bureau of Aeronautics records. 

The airframe industry dealing with the Navy in general resisted 
the changes in policy and refused to agree to “delayed target” incentive 
contracts unless the price and profit adjustment formula and profit 
pattern were spelled out at the inception of the contract. 


NAVY COMMENT 


The report is correct in its description of incentive contracts and 
substantially correct in describing the use the Navy has made of them. 
For some years, from shortly before the end of World War II, most 
of our airframe and aircraft engine contracts have been of the incen- 
tive type. One exception has been that where we are buying very 
small quantities of prototype equipment under circumstances where 
the developmental expense is high and the production expense and pro- 
duction time are largely incidental to the development, we would 
probably contract on a cost-plus-fixed-fee basis. Another exception 
would be that if we were buying an aircraft, on a third, fourth, or later 
production run, so that the design was established and costs known 
with accuracy, we would probably make a firm fixed-price contract, 
if the price were right. With the very rapid changes in aircraft that 
are now occurring, there are very few such purchases. Incentive 
contracts are not widely used in the Navy in other fields. 

We agree with the report in its statement that an incentive contract 
loses much of its effectiveness as an inducement for cost reduction if 
a firm target is not negotiated fairly early in the life of the contract. 
The principal effectiveness of this type of contract is in situations 
where there is an extended period of actual production work on novel 
items which present reasonably complicated production problems. 
The physical production should be largely performed under the firm 
target. In most of our airframe contracts there are extended make- 
ready periods. Delay in establishing a firm target during a portion 
of this period does not greatly affect the value of an incentive contract. 
At worst, an incentive contract provides as much inducement for cost 
reduction as a cost-plus-fixed-fee contract. 

In an earlier portion of this comment (p. 290) we discussed the 
reasons for delayed pricing and establishing firm targets in 1951, 
1952, and 1953. It appears that it is these delays which came to the 
staff’s attention. More recently there have been important improve- 
ments in the Navy in the handling of these pricing actions and much 
of this backlog has been worked off. Some backlog in this field is 
normal since firm targets cannot always be negotiated at the outset of 
an airframe contract. 

The report speaks of the necessity for cost control prior to estab- 
lishing a firm target. We agree but do not expect to rely exclusively 
on local observation and supervision for this result. We do not em- 
ploy enough people to allow us to perform the day-by-day manage- 
ment of our contractors. In addition to general management surveil- 
lance we have an audit examination of the contractor’s proposal for 
the establishment of a firm target. While this doesn’t control the in- 
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currence of costs by the contractor, it does allow us to exclude from 
the price any costs which, in our judgment, are improperly stated or 
are not appropriate to the contract. In this way we have, during 
the period prior to firm targeting, adequate audit responsibility. 
After the firm target is fixed we have, in addition to a continuing 
audit of costs, a strong management incentive for cost reduction dur- 
ing the production phase of the contract. 

i report indicates that we would have greater safeguards if we 

sated these contracts as cost-plus-fixed-fee contracts. We do not 
agree with this conclusion because, in cost-plus-fixed-fee contracts, 
there is on limitation on cost, i. .» no guaranty to perform within a 
cost ceiling and little incentive for cost reduction. In addition, it 
has been our experience on such contracts that, rather than turn back 
funds in contracts which have a potential cost underrun, additional 
improvements may be made on the equipment and completion of work 
may be correspondingly delayed. 

In summary, we feel that incentive contracts, when propely admin- 
istered, are very satisfactory and that, while there was undue delay 
in our administration of these contracts for several years, this is not 
the case now. 

USE OF LETTERS OF INTENT 


REPORT COMMENT 


Navy Bureau of Aeronautics policy now is to place airfarme com- 
mitments in the form of “letters of intent” which authorize the 
contractor to produce, obligates the Government to pay cost plus a 


reasonable profit and obligates parties to negotiate terms leading to a 
mutually acceptable c ontract at a later date. It does not establish any 
price, profit, or incentive pattern but does provide for provisional 
payment and establishes a maximum cost (subject to revision). 

Although the Navy comment on the disadvantage of “letters of 
intent” is as follows: “Legally it is not a satisfactory contractual docu- 
ment,” pursuant to this new policy, as of June 30, 1955, the Bureau 
of Aeronautics had issued 33 “letter contracts” with a total value of 
$985,866,733 on airframes alone. 

A Navy official admitted that under the letter-of-intent type of 
contract large sums of money were expended by the contractor and 
reimbursed ‘by the Government without the contractor being obli- 
gated to any price, or cost, or to any delivery schedule, or to any de- 
fault provisions, or even being obligated to execute a contract. When 
asked how the costs were controlled at 2 time when admittedly it could 
be to the contractor’s advantage to build up high costs he stated that 
such costs were controlled by the Government in the function of the 
Bureau of Aeronautics representative (BAR) 

Subsequently, a survey was made of BAR functions at several air- 
frame plants and effective control of costs by the Navy representatives 
was not found. 

One former BAR officer interviewed stated that the Navy staff at a 
major airframe plant consisted of 107 persons. That portion of the 
staff reviewing the contractor’s cost on armed services contracts was 
7 persons, of whom 3 were clerical. It was admitted that the volume 
of work to be reviewed, as generated by the approximately 125 per- 
sonnel purchasing staff of the contractor, permitted only a spot check. 
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It was further stated that at this particular plant material pur- 
chases and subcontracts accounted for about 25 percent of the cost 
per plane. The remaining 75 percent of cost consist ing of labor, engi 
neering, overhead, and so forth, is reviewed only by checking pay 
rolls and accounting statistics (except for overtime payrolls which 
must be approved by ‘the Nav y inadvance). 

At another major aircraft plant a procedure had been set up bet ween 
the contractor and the Navy whereby purchase orders and subcontracts 
for review would be submitted following a prescribed form which in 
cluded pertinent questions. In reviewing a case selected at random, 
which had been approved within the past few days, the questions an 
swered on the form were not self-evident. When asked for the ques 
tionnaire and a writeup of the procedure, the Chief of this Section, 
who had approved the form, did not even have a copy of the question 
naire nor could he tell the staff the questions answered in the form. 
He had to obtain this information and a copy of the questionnaire from 
the contractor. It was apparent that any review of cost at this plant is 
perfunctory and if there is any control by the Navy Department of 
cost it must be purely accidental. 

It is difficult to discern any tangible improvement in the revised 
procedure for airframe procurement. 


NAVY COMMENT 


This description of letters of intent and their current use in the 
Bureau of Aeronautics is substantially accurate. The statement that, 

“Legally it is not a satisfactory contractual document,” taken from 
the personal views of one Navy lawyer and written over 7 years ago, 
is not necessarily pertinent to the documents currently being issued 
in the Bureau of Aeronautics. Letters of intent, as issued in the Bureau 
of Aeronautics in the last year, include all of our standard contract 
clauses, as good a description or specification as is possible, and 
ceiling. In any event, the complete statement recognized that, while 
such arrangements are not legally satisfactory, they may be necessary. 
Letters of intent are recognized in the armed services procurement 
regulation as appropriate for use when it is essential to give the con 
tractor a binding commitment to permit him to commence work imme 
diately or when the nature of the work prevents the preparation of 
definitive specifications, thereby making it impossible to negotiate a 
final contract at that time. These are the circumstances which prevail 
in much of our airframe contracting. To delay contracting until final 
specifications are ready would add ‘6 months or a year or more to the 
time when new types of aircraft would be ready for fleet use. This is 
a militarily unacceptable result. 

We do not disagree with the apparent conclusion of the staff that 
there is little to choose between a letter of intent and an interim or 
untargeted incentive. Prior to 1955, it has been the practice to nego- 
tiate the target profit and share pattern prior to negotiating the target 
costs. We concluded that we would have a slightly better negotiating 
position and could more properly adjust profit and share rates to the 

caliber of performance, if we did not agree on them until we were 
onan to establish the target. When this decision was taken, and in- 
cluded in the armed services procurement regulation, it no longer made 
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any difference whether you called the resultant document an interim 
incentive contract or a letter of intent. 

Recognizing, then, that we must frequently make contractual com- 
mitments before the basic ingredients for pricing are available, it 
must be expected that we will issue letter contracts in these situations. 
It is true that we have limited control over costs during this period. 
It is also true that we have not defined in detail the contractor’s com- 
mitment. Obviously we cannot expect guaranties until we agree on 
specifications. These defects are inherent in the timing of these con- 
tracts and would be just as prevalent in cost-plus-fixed-fee contract- 
ing. No contractor would agree on his profit or fee until he had 
agreed on specifications and had estimated costs. Also, since we nor- 
mally audit costs before formalizing a letter contract, we have the same 
opportunity for excluding improper costs that we would have in a 
cost-plus-fixed-fee contract. The answer in either case is to complete 
the negotiation as early as possible in the production cycle. That we 
are now doing this is evidenced most strongly by the fact that we have 
reduced the number of letter contracts outstanding from 1,150 in fiscal 
year 1953 to 61 at present. 


POOR WORKING CONDITIONS 
REPORT COMMENT 


Comparable poor working conditions were noted in the Navy 
bureaus in Washington and at some Army procurement offices. 


NAVY COMMENT 


While some improvements have been made in the space arrange- 
ments available to purchasing personnel in the Navy bureaus in Wash- 
ington, these arrangements are still not satisfactory. Fully adequate 
working conditions probably cannot be provided for purchasing per- 
sonnel so long as the space demands of all Navy activities in the main 
Navy Building in Washington are as tight as they are at present. 


CONTRACT ADMINISTRATION : GENERAL 
REPORT COMMENT 


The contracting officers of all three services are failing to take ad- 
vantage of obvious opportunities to effect cost reductions in the manu- 
facture of military equipments. Most major procurement contracts 
are so complex, so voluminous and have such long lead times before 
completion of the first prototype or operating unit that the area of 
contract administration is practically limitless in creating potential 
savings under incentive-type and price-revision-type contracts. In 
addition all three services maintain various complements of personnel 
at the major producing plants of manufacturers. This personnel 
while technically charged with administrative responsibility to carry 
out the terms and conditions of definitive contracts has tremendous 
spheres of influence to do a better job of evaluating contractor effi- 
ciency and reducing costly overhead burdens in engineering, labor, 
research, and accounting. The staff in its review and investigation of 
contact administration found the following deficiencies: 

(a) Rotation of officer personnel ; 
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(4) Weakness in cost analysis; 
(c) P lieing delivery sc hedules; 
(d) Misuse of production funds. 


NAVY COMMENT 


As will be pointed out in our later discussion of individual subsec- 
tions hereunder, we do not consider that the statement in the first sen- 
tence is supported by the report. We do not claim that our contract 
administration cannot be improved but we have come far since we 
were bogged down by the peak loads in 1951, 195¥, and 1953. We do 
not believe that we are failing to take “obvious” opportunities to im- 
prove and the specific Navy situations cited hereafter by the staff were, 
almost without exception, pointed out to the staff by Navy personnel 
who were actively engaged in correcting them. 


ROTATION OF OFFICER PERSONNEL 
REPORT COMMENT 


No single activity surveyed by the staff appeared to have less of- 
ficial top-level continuity than contract administration, particularly 
at the larger manufacturing plants. It appeared almost universal that 
officers with very little industrial background, and in several air- 
frame plants unqualified officers, were assigned positions of authority. 
bias 0 officers for the most part have had engineering training in their 

xademic education, but hardly any industrial experience since re- 

ceiving their commissions and were for the most part line officers 
or flyers who were putting in time at unpleasant tasks in order to 
make their overall career specialties look better on paper for future 
promotions. 

Perhaps the greatest evil resulting from rotation of officers is the 
loss of continuity of actions under contracts with long lead times or 
production se hedules. This condition was brought fore ibly to the at- 
tention of the staff when questioning contract administration oflicers 
on certain aspects of particular contracts. Their answers were gen- 
erally prefaced with the remark that the matter under discussion oc- 
curred prior to their assumption or responsibility for contract ad- 
ministration. Frequently the information required for administrative 
purposes was dependent upon the intent of the parties at the time the 
contract was executed, or at the time of some subsequent action, and 
consequently much research was often necessary to determine the in- 
tent of the parties. The files on some contracts were not sufficiently 
documented and intent could only be determined by contacting the 
original responsible officer whose replies were based on memory. 

It was the general experience of the staff in surveying contract- 
ing and contract administration that officers were being replaced as 
soon as they attained the experience necessary to become qualified. 
Many officers in these positions do not have sufficient knowledge of 
laws, regulations, and good business practices. Time and money are 
being wasted training a continuing series of new officers. Disrup- 
tion of a continuous relationship with contractors causes confusion 
and is not good for contractor-Government relations. Inferior pro- 
curements and administration are resulting. 





318 


The high rate of turnover at most commands is attributable to (1) 
overseas assignments, (2) Reserve officers’ return to inactive status, 
and (3) assignment to other activities. ‘There is a need for military 
personnel trained as contracting and contract administration officers 
especially in tactical organizations in time of emergency. <A solution 
to the turnover problem for military personnel would be to require 
that officers selected to serve as contracting or contract administr: 
tion officers be retained in that position for at least 3 and, preferably, 
4 years. In this way the figurehead positions and free riders would 
be e Jiminated. 

NAVY COMMENT 


os subject was commented on on pages 298 and 299, as follows: 
‘Turnover )} procurement and contract administration jobs is 
no greater than in other assignments throughout the Navy. In this 
field the preponderance of all personnel assigned are civilians and we 
are unaware of any alarming lack of continuity in their employment. 
It is believed that the staff report deals only with the personnel situa- 
tion observed in the Bureau of Aeronautics and in field activities as- 
sociated with that Bureau. The principal military personnel in- 
volved in the report are those assigned as contract administrators in 
aircraft plants—the Bureau of Aeronautics representatives. These 
jobs are normally staffed by reasonably senior aeronautical engineering 
specialists who have had much experience in handling industrial mat- 
ters in connection with aviation. Their tenure in contract administra- 
tion jobs may be too short. This subject is under study. Neverthe- 
less they are supported by permanent civilian staffs which provide 
the continuity in administration which is sought. In the Navy, prac- 
tically all negotiations and most contract administration matters are 
conducted by civilian personnel. Nowhere in the staff report is there 
any documentation or discussion in support of the conclusion, stated 
above, that the efficiency of the procurement and contract administra- 
tion functions has been seriously affected by the high rate of turn- 
over among civilian personnel. 

The Navy, like the other services, has conducted many sessions of 
regular training courses in negotiation and phases of contract ad- 
ministration. We believe that this training, which is discussed under 
paragraph 9, page 297 above, is neither inadequate nor haphazard. 


WEAKNESS IN COST ANALYSIS 
REPORT COMMENT 


Under incentive type and price revision type contracts manufac- 
turers and producers have rather wide operating latitude, especially 
in cost estimating. The ‘lattes of the Government cost analyst is to 
evaluate the contractor’s “ost keeping and cost estimating proposals. 
He also reviews purchase and procurement policies of the contractor 
from time to time to insure the Government receives maximum return 
for its contracting dollar. Only by comparisons of the practices fol- 
lowed by Government contractors and thorough training in the proper 
steps to be taken in establishing reasonableness of cost proposals can 
high standards be achieved. There appeared to be a definite weak- 
ness in the cost analyst branches in the Air Force plant representa- 
tives’ offices which were visited by staff members. In some AFPR 
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offices the cost analysts appeared to be stepchildren left very much 
to themselves by the Air Force plant representative and administra 
tive contracting officer and the resident auditor. 

The real role of the cost analyst was demonstrated to a staff rep- 
resentative at a west coast airframe plant. This particular analyst 
had had. several years’ experience in private industry and went to 
work for the Air Force during the early part of 1955. Shortly afte: 
he started to work for the Air Force he analyzed the pricing of tool 
ing and test equipment furnished by the contractor and determined 
that the contractor had overpriced these items by se veral million dol- 
lars. The contractor “volunteered” a refund of $2,075,000 before 
price redetermination. On another spare parts revision totaling $7,- 
391,536 submitted by the contractor in July 1955, the cost analyst 
spot checked several items out of a list containing thousands of items 
and found that the spot checked items were overpriced by about 25 
percent or a total of $2,447,000. The entire priced spare parts list 
was returned to the contractor for repricing and as of the staff’s Sep- 
tember visit to the contractor’s plant the repricing had not been com- 
pleted. The cost analyst discussed the spare parts pricing with com- 
pany personnel and was told that the person who did the pricing un- 
derstood it was all right to let higher prices go through because the 
company would eventually make a refund at redetermination time. 
Higher officials within the company denied giving such instructions. 


NAVY COMMENT 


While the two - wagraphs cited above are related to the Air Force 
rather than the Navy, they infer general weaknesses in cost analysis 
that are not borne out by anything that is said in the test. It seems 
curious that the staff should use, as its only ex: umple of alleged weak- 
nesses in cost analysis, a citation of a fine job done in this field. We 
agree that this is a complex and important field. We agree that there 
we have not reached the limit of profitable exploration for improve- 
ment in this field. We do not think that we are week nor that we are 
overlooking obvious possibilities for savings. 


OVER-FINANCING 
REPORT COMMENT 


Completely aside from the foregoing, no better example of the weak- 
nesses in cost analysis under the Government’s incentive type and price 
revision type contracts could be given than the published financial 
statements of several airframe manufacturers. These financial state- 
ments set forth current liabilities due the United States Government 
representing estimated amounts payable under the contracts amount- 
ing to several hundred million dollars. Illustrative of these amounts 
are the following items taken from financial statements as of December 
oe 1954: 
soeing Aircraft Co.: Estimated amounts payable to United States 

arising from contract price revisions _._. $22, 765, 846 
Grumman Aircraft Engineering Corp.: Estim: ited lis ibility under in- 

centive fixed price contracts to U. S. Government = 28, 197, 146 
North American Aviation, Inc.: Estimated savings refundable to 

U.S. Government under incentive contracts__ __ 52, 950, 476 


21 
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It is to be noted that the amount due from Boeing Aircraft Co. 
pertains to Air Force contracts; the amount due from Grumman Corp. 
pertains to Navy contracts; and the amount due from North American 
Aviation, Inc., represents a combination of both Navy and Air Force 
contracts. 

The amounts set up by the contractors as due the Government rep- 
resented the difference between contract billing prices on items de- 
livered and what the contractors, based on their current cost experience, 
anticipated would be the revised firm fixed price applicable to these 
items. These billing prices are established initially under the contract 
and used during the interim period until firm fixed prices are estab- 
lished and incorporated into the contract. The firm fixed prices are 
established in certain types of price redetermination contracts after a 
specified portion of the contract has been performed ; however, in other 
types of price redetermination contracts and in incentive-type con- 
tracts they are not established until after completion of the contract. 
These initially negotiated tentative prices often prove to be unrealistic 
when measured against actual cost experience. 

Navy incentive-type contracts in effect prior to August 1, 1955, car- 
ried a provision that the billing prices could be adjusted within ceiling 
limitations upon the request of either of the contracting parties when 
it became apparent during the course of performance of the contract 
that the actual cost would be substanti: ally different from target costs. 

The staff ascertained that in early 1955 the Navy Bureau of Aeronau- 
tics was taking steps to expedite refunds under contracts. The Air 
Force also recognized the problem and on April 26, 1955, the Air 
Materiel Command sent instructions to field procuring installations 
requesting administrative contracting officers to notify the appropriate 
procuring contracting officers of indications of excessive billing prices. 
From this information it was intended that the buyers would negotiate 
revised billing prices and seek voluntary refunds from the contractors. 

During this time all recoveries that were made of these estimated 
amounts due the Government were accomplished through contractors’ 
voluntary refunds and adjustments. However, the Navy on July 21, 
1955, issued SECNAV instruction 4265.3 (later incorporated in Navy 
procurement directive 7-016) which required that a clause be inserted 
in contracts limiting payments prior to final pricing to cost plus 5- 
percent profit. The stated purpose was to eliminate the need for sub- 
stantial refunds by contractors after final pricing and to facilitate 
timely adjustment of billing prices. 

DOD directive 4105.7, dated September 15, 1955, was issued for 
the same — This directive, which is almost identical to that 
issued by the Navy, provides that all new contracts of the incentive or 
price revision type, all amendments to existing contracts of these types 
providing for new procurement, and all definitive contracts of the in- 
centive or price revision type replacing or superseding letter contracts 
shall contain the following provision : 

Notwithstanding any other provision of this contract, until final price re- 
vision has been made, the total payments under this contract shall not at any 
time exceed 105 percent of the contractor’s total costs incurred in the perform- 
ance hereof as certified by the contractor to be reasonable in amount and prop- 
erly allocable to this contract. 

On September 13, 1955, the staff was advised by a representative 
of the Contracts Division of the Bureau of Aeronautics that as a re- 
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sult of its efforts to reduce the amount due to the Navy, voluntary re- 
funds and redetermined price amendments have been made and exe- 
cuted which reduced these liabilities approximately $99 million. 

However, we were informed that the services were encountering con- 
siderable difficulty in negotiating contractual documents because of 
contractors’ unwillingness to accept this clause. The main objections 
were (1) limiting profit to 5 percent of costs, which in effect penalizes 
the low cost producer, and (2) the administrative burden of having to 
compute costs and certify each invoice submitted to the Government 
for items delivered. 

Apparently due to these objections DOD directive 4105.7, dated 
September 15, 1955, was superseded by another directive of the same 
number, dated December 5, 1955. The new directive contained re- 
vised contract provisions which, among other things, provided that 
(1) payments for items on which final prices have not been established 
will be limited to cost plus the amount of interim profit used in estab- 
lishing the initial contract price under price redetermination contracts 
or to cost plus established target profit, increased or decreased in ac- 
cordance with the incentive profit formula when actual costs differ 
from the applicable target costs, under incentive-type contracts and 
(2) instead of certifying each invoice the contractor submit a quar- 
terly statement under each contract which will set forth the amount 
due the Government. 

Further investigation by the staff reflected information which is set 
forth, under appropriate caption, in the following paragraphs. 
Grumman Aircraft Engineering Corp., Bethpage, Long Island, N.Y. 

The staff reviewed a letter dated January 20, 1955, directed to the 
Bureau of Aeronautics by the Grumman firm. This letter was for- 
warded upon the request of the Bureau of Aeronautics for Grumman 
to advise why substantial payments had not been made in the liquida- 
tion of the lability under redeterminable contracts shown in both its 
financial and operating statements of September 30, 1954. The Gruin- 
man Officials set forth in paragraphs 2 (b) and 3 of this communica- 
tion the following comments which appeared to be pertinent to the 
survey directive: 


2 (b) Attention is also directed to page 6 of the report which sets forth various 
amounts which the contractor is prohibited from billing because formal contract 
documents have not been processed. It should be emphasized that all of these 
amounts represent completed products which have already been delivered to the 
Navy—in some ¢ases for more than 12 months. One of these items, for ex- 
ample, is spares which had been shipped on contract NOa(s) 51-635 and had a 
value of almost $4 million. These shipments were essential on a contract on 
which 148 airplanes had already been delivered although no formal spares list 
had been received on that date. <All of the other billings delayed because spares 
amendments or other contract amendments had not been received represent com- 
pleted products delivered to and accepted by the Navy Department. Even after 
allowing for the amortization of progress payments which would have been 
deducted if these billings were possible, it is evident that the Contractor has 
suffered a temporary loss of cash amounting to almost $10 million. 

3. The Contractor has for many years made substantial payments on this 
estimated liability long before and in anticipation of final redetermination. This 
practice is evidenced by the fact that in November 1953 it remitted over $10 
million, and in December 1953 it remitted $12 million as payments against these 
liabilities. It expects to continue this policy and as the specific situation referred 
to in paragraph 2 (b) is corrected or substantially improved, it expects to be 
in a position to make substantial payments on its present accrued liability. 





When interviewed by a representative of this staff, Grumman offi- 
cials stated that the Department of Defense directive limiting pay- 
ments to 105 percent of contract costs was just another “crutch” utilized 
by the Government to cover up its inefficiency in properly handling 
contract paperwork. They advised that on October 1, 1955, their 
records reflected that they were awaiting spare part amendments total- 
ing approximately $12.6 million for end products manufactured and 
delivered to the Government. Since billing could not be made with- 
out the aforesaid amendments the Grumman officials were quick to 
point out very critically that this represented a substantial temporary 
loss of cash to the firm. These officials also stated that the new direc- 
tive was not necessary since the contract documents in existence pro- 
vided the necessary mechanics to eliminate the refund situation if the 
Government would only handle their contract administrative work 
efficiently and on a timely basis. They further advised that under the 
procedure followed by the firm on a regular basis the company made 
a computation of the amount due the Government as a result of actual 
costs undershooting target costs and, considering the amount of cash 
tied up in spare parts which could not be billed, the difference was 
refunded to the Government. 

While at this contractor’s plant the staff's representative reviewed 
Grumman’s financial statements for the year ending December 31, 
1954, and for the 6 months ending June 30, 1955; this data being made 
available through Navy representatives. A review of the balance 
sheet for June 30, 1955, reflected the amount due the Government un- 
der price redetermination to be approximately $17.6 million as com- 
pared to the amount of approximately $28.2 million due on December 
31,1954. These financial statements reflected that as of June 30, 1955, 
a net amount of approximately $9.8 million could be billed by Grum- 
man if various contract amendments relating to spares and change 
orders pertaining to the contract were issued by the Government. It 
was also noted from a review of the financial statements made avail- 
able that. as of December 31, 1954, the Grumman firm had an invest- 
ment of approximately $11.5 million in United States Treasury notes 
and certificates of indebtedness and on June 30, 1955, had an invest- 
ment of approximately $3.5 million in Treasury securities. 


NAVY COMMENTS 


All of the foregoing text points out that it was found, over a year 
ago, that several airframe manufacturers were carrying very sub- 
stantial amounts of money on their books as “Reserves for redetermi- 
nation.” This indicated to us that we had provided more financing to 
these companies than they required. The staff report states that this 
indicates poor cost analvsis. The contracts under which these firms 
were working provided for payment for finished airplanes, which had 
been delivered, on the basis of an agreed interim billing price up to 
the time when a final price was negotiated. This billing .price could 
be adjusted up or down as circumstances warranted. It is true that, 
in our administration of these contracts during and prior to 1954, 
we did not keep abreast of our adjustments of these billing prices. 
As a result, a few contractors were overfinanced. This was not a re- 
sult of weak cost analysis as is stated in the report. The billing prices, 
being tentative, were never subjected to cost analysis. It was the re- 
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sult of insufliciently close followup, during a period of peak work- 
load, on the adequacy of our billing prices. — 

As a corollary to the above, it should be pointed out that to cite 
this problem, as the report does, as an instance of “our failing to take 
advantage of obvious opportunities to effect cost reductions” is un- 
fair. It is true that this interim financing was not adequately con- 
trolled for a short while. It is also true that we discovered it, we 
collected back the excess funds and we created a procedure (not in- 
volving cost analysis by the Navy) to prevent its recurrence. At the 
time the staff was first told of this problem it was largely behind us. 
We cite this situation as one where the services have been alert and 
successful in correcting unforeseen deficiencies. 

Another example of alertness to the need for procedural improve 
ment is touched on in that portion of the Grumman statement which 
relates to overdue payments for spare parts delivered. Procedures 
had been established, prior to this report, to permit immediate billing 
and payment of all amounts due for spare parts delivered. Inci 
dentally, the Navy has not agreed to Grumman’s contention that over 
payments on interim billing prices can be offset against amounts due 
for spares. The new procedure for avoiding overpayment on billing 
prices does not permit offsets. 


POLICING DELIVERY SCHEDULES 


REVORT COMMEN' 


Another matter that affects contract administration is the establish 
ment of unrealistic delivery schedules in production contracts. Many 
contract files show one delivery date extension after another and the 
impression is gained that delivery is a relatively unimportant detail, 
in spite of the fact that many contracts have been awarded on the 
basis of a particular contractor's ability to meet a required delivery 
schedule. The contract. files do not reveal any intensive effort by the 
services to force the contractor to deliver as scheduled but, rather, 
automatic extensions of time when delivery is not made according to 
schedule. Some extension of delivery time are essential because of 
changes in specifications or changes in other requirements but more 
effort should be directed toward accomplishing delivery in accordance 
with contract terms. This staff believes that a means of enforcing re 
quired deliveries, where such deliveries are a significant factor in the 
selection of a particular contractor, would be the inclusion in the 


contract of a penalty clause as permitted by ASPR 7-105. 
NAVY COMMENT 


The Navy has a very active system of policing delivery schedutes 
and by far the preponderance of all of our contracts are delivered on 
time. The staff has stated elsewhere that they confined their attention 
to contracts for aircraft and aircraft engines. These contracts, while 
large in terms of dollars, are a very small portion of our total con- 
tracts. As the staff and the Navy comment has heretofore pointed out. 
when we buy aircraft, we are frequently buying against somewhat fluid 
specifications in an effort to assure that the product finally delivered 
will be qualitatively able to cope with its competition. ‘This involves 
reaching out to the scientific limits in our initially stated requirement 
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and moving these limits forward, if necessary, during production. 
Obviously, ‘under these circumstances, delivery requir ements must be 
relaxed as necessary. We need better aircraft in each contract and if 
we must slip delivery schedules to get them, then we will slip sched- 
ules. Where specifications are fluid and changes are ordered by the 
Government, it is clearly not possible “to force the contractor to deliver 
as scheduled.” 

If the staff had studied a different set of files, those covering mate- 
rials which can be bought against fixed specifications, they would have 
realized that the services are constantly making a very intensive effort 
to force contractor compliance to delivery schedules. Contracts of 
this nature are the preponderance of our procurement. 


MISUSE OF PRODUCTION FUNDS 
REPORT COM MENT 


Staff investigation has conclusively shown that production funds 
are extensively “used for research and dev elopment work. There is a 
lack of clear policy guidance from the Department of Defense as to 
what constitutes research and what constitutes production. 

A high level executive of a company doing a considerable amount of 
Government work told the investigating staff off the record that a con- 
siderable quantity of production funds was being diverted to research 
and development work because there were not sufficient funds available 
in research and development. He stated that it was his estimate that 
as much as 30 percent of production funds are atcually used for research 
and development by the contractor. 

In view of the foregoing situation the staff devoted considerable time 
and effort to an examination of this entire problem in the Air Force. 
The staff has reason to believe that a similar situation exists in the 
Army and Navy. Time did not permit an evaluation of the area in the 
two latter services. 

One airframe manufacturer was most emphatic in stating that the 
dollar amount of research development work which his company was 
permitted to allocate to Government production contracts was most 
inequitable. An annual limit of $1 million (on direct labor and mate- 
rial) for research was established in 1952 not only for forward pricing 
purposes but also for final pricing, irrespective of the general research 
costs actually incurred. This contractor admitted that general re- 
search performed by the company was largely within its own control, 
but pointed out that it w as totally unrealistic to carry the $1 million 
limit over to the final price or to reimbursement of CPFF contracts, 
without regard to the reasonableness of the expenditures actually in- 
curred. 

Visits by the staff to other manufacturers’ facilities indicated that 
they had no such arbitrary amount fixed for their general research ex- 
penditures. The account was simply reviewed and1 research items were 
approved or disapproved according to the administrative contract offi- 
cer’s (ACO’s) discretion. This, taken with the foregoing example, is 
a clear indication that Air Force policy in this matter is lacking. 

The Air Force’s failure to maintain a firm policy with respect to 
general research expenditures leaves it open to severe criticism. Under 
the present system one contractor can gain considerable advantage 
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over another by using more funds in the general research area, thus 
developing new types of equipment with production funds at Govern- 
ment expense and then obtain control of this newly developed equip- 
ment from the Government. The amount of general research expendi- 
tures allowed to a contractor should not be based purely on a percent- 
age of the contracts in force. This permits the contractor with the 
greatest amount of contracts to obtain still further advantage over 
his associate and ev entually become even larger with more produc tion 
contracts. The practice of proportioning general research expenses 
to production contracts results in production items becoming more 
costly and prevents the Government from making a fair comparison 
of its production costs from the various airframe and engine manu- 


facturers. 
NAVY COMMENT 


In recent years it has been considered necessary to use research 
and development funds for the discovery of new scientific information, 
the development of basic principles, and to the construction of bread- 
board models, devices and mockups to prove the workability of new 
theories and principles. This situation has been the practical result 
of the increasing complexity and cost of the weapons of war. Ac- 
cordingly, production funds are required to bridge the gap between 
the preproduction model and the final production article. This has 
been accomplished through financing pilot-line programs, and in other 
ways as required in the best interests of the Government. The manu- 
facture of new prototypes is now financed by production money, since 
new prototypes are extremely expensive and are required in large num- 
bers in order to ac complish test and evaluation expeditious sly. Con- 
tributing to this situation has been the demonstrated necessity of 
building prototypes on production-type tooling in order to save years 
of time in bringing forward equipment of superior performance. 

During the course of production of new military equipment, sub- 
stantial improvement frequently occurs. These improvement pro- 
grams are frequently financed under the basic production contract. 
Such work is ordinarily authorized through contract amendments and 
by invoking the change clause of the basic contract. This procedure 
is absolutely essential to the expeditious and flexible conduct of the 
program to provide fleet-ready material of maximum practicable per- 
formance. 

The use of production funds to build flyable aircraft of new types 
or to accommodate changes during the production cycle has been 
known to the Congress. There is no indication that this practice is 
bad. It does not, in any sense, add to the cost of the work that is being 
done. <A contract is not a good contract or a bad contract because of 
the nature of the funds it contains. 

As to the secondary question presented in this portion of the staff 
comment, that is, the extent to which contractors holding production 
contracts should be permitted to be reimbursed through the price 
of such contracts for a proportionate share of their overhead expense 
allocable to their general research work, we agree that there is need for 
general guidance. This is a very troublesome problem in an industry 
such as the aircraft industry. We do not agree, as the last sentence 
of the report seems to imply, that contractors’ general research ex- 
pense should not be proportioned to production contracts. This is 
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contrary to all commercial practice. When we buy an automobile, 
clectric fan, or a frozen vegetable, we pay for a portion of the manu- 
facturer’s or processor’s expense for general research. So long as we 
are bearing only our proportionate share of this expense and so long 
as the contractor is under the compulsion to compete in a commercial] 
market for most of his business, we can rely on these factors to insure 
the reasonableness of our contribution. Tlowever, where the contrac- 
tor is performing the vast preponderance of his business for the Gov- 
ernment, other controls may be necessary. Each of the services is 
aware of this fact. Each has found its own systems for holding the 
problem in check but we have not yet fully evolved a coordinated 
system. We have been attempting to solve this problem for some 
time and it is this effort which led to the staff comment. It is a very 
complicated problem and there is no easy solution. We would wel- 
come staff suggestions. 


R. AND D, ENGINE COSTS PAID WITiET PRODUCTION FUNDS 
REPORT COMMENT 


An aireraft engine manufacturer frankly stated that during the last 
5 years, 88 percent of R. and D. engineering costs were paid by the 
Government under production contracts. R. and D. projects totalled 
$157,486,000 during this period and only $19,983,000 was financed 
with R. and D. funds. The balance of $137,503.000, or 88 percent came 
from production money. 


This aircraft engine manufacturer estimated R. and D. costs would 


amount to $46,243,000 in 1955 but 90 percent, or $42 million, would 
be covered by Air Force production contracts. 

This same contractor in August 1954, in a $100,000 proposal for 
development work, wrote the Navy, Bureau of Aeronautics, that rec- 
OOnIZING that the development work in question was new and that 
there was “no separate development funds covering these estimated 


costs * * * it is recommended that the * * * development costs be 
considered as an allowable item of costs in any modification on produc- 
tion orders * * * that may materialize from this program. 

The engine contractor stated that the services allow this type of cost 
because there is not enough R. and D. money available to carry on 
product development wor k. When asking Congress for funds, the serv- 
ices find it difficult to justify R. and D. projects, many of which may 
not be productive. Since the services find it easier to obtain produc- 
tion mone Vv it Is sin ipler to carry on engineering projects under pro- 
duction contracts. 

The engine manufacturer does not like this situation. One reason is 
that engine costs to the Government are distorted so when an engine 
price is quoted it is actually twice what the engine is basically costing. 
Furthermore, it is not fair to the manufacturer whose production con- 
tracts are dwindling because without new contracts he will not receive 
funds to carry on engineering development work. This means that 
the company with the greatest amount of business has a definite ad- 
vantage over his competitors because he is able to maintain large 
engineering staffs which are bound to turn out new products that can 
be sold to the services. 





This contractor, who was not in the category of being low on Go\ 
ernment business, suggested that the services should separate the de 
ve lopme nt work from production contracts. by doing this the Gov- 
ernment would know what it is actually receiving for its money. 


NAVY COMMENT 


The last preceding Navy comment is all applieable to this section 
of the report. 

The figures for R. and 1. costs, cite cd by the contractor, are largely 
meaningless unless we know precisely what he is describing as R. and 
“i lft his *makere acy, - produc ‘tion engineering, anda production cle 

on expense is in this cate gory, these statements might be descriptive 
of a normal situation. It is also normal that the price of a product 
being produced should bear an allocated share of the cost of develop 
ing the item. This is commercial practice. 


REVIEWS AND CONTROLS 
REPORT COMMENT 


The major deficiencies in the area of procurement reviews, controls 
and audits, in addition to those discussed in other sections of this 
report, were found to be as follows: 

Although all three services provide for review of contract actions 
at various levels above the negotiator, depending on nature of con 
tract and amount, these reviews for the most part are eXaminations as 
to form and often amount to mere acceptance of the negotiator’s rec 
ommendation with no critical analysis of the underlying data. Such 
reviews build a paper record tending to show careful consideration but 
actually serve only to delay final action. Some review personnel have 
freely admitted that they are in no position to take issue with the ne- 
gotiator because of their lack of information and in some cases their 


lack of experience. 
NAVY COMMENT 


The Navy system of contract clearance which is not specifically de- 
scribed elsewhere in the report, would be of interest. The Office of 
Naval Material, which performs this function, reviews, prior to award, 
all proposed negotiated contracts in the amount of $300,000 or more 
and approves them as to their business aspects. This function was 
established in 1943 and it covers about 85 percent of our Navy procure- 
ment dollars. It is performed completely independently of the pur- 
chasing activities 

This review requires consideration and documentation of all of the 
factors that justify the pricing and type of contract proposed, such 
as the extent of competition, prices available elsewhere, history of 
pricing the same or similar items with explanation of differences, cost 
estimates and analysis, audit recommendations, review of cost trends 
with the particular contractor, analysis of potential cost reductions 
through increased experience with the product and an: alysis of Govern 
ment estimates. The review seeks to determine what the price should 
be, whether there is sufficient information to warrant initial firm pric 
ing or whether there should be repricing and, if so, what kind and 
when. 
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The contract clearance function does not delay procurement. It is, 
for the most part, a concurrent action. Urgent transactions can be 
handled very promptly. 

The analysts of the Contract Clearance Branch are specially se- 
lected for their negotiating and accounting experience. They are 
graded sufficiently high to attract good men. They have the respect 
and cooperation of the N Vavy’s purchasing activities and they are not 
lacking in skill, experience, or information. They do not quibble over 
minor details but appraise on the basis of the reasonableness of the end 
result of negotiation. They set high contracting standards and reject 
proposed contracts which do not meet those standards. 


AUDITS 
REPORT COM MENT 


Lack of DOD prescribed auditing procedures for so-called fixed- 
price contracts has resulted in audit confusion and has contributed to 
the negotiator’s reluctance to give much weight to audit findings. The 
DOD contract audit manual issued in June 1952 contains a statement 
that procedures for these contracts will be published later. Three 
and one-half years have elapsed without this being accomplished. 

e. Standards for allowance of costs in so-called fixed- -price contracts 
(price redeterminable and incentive types) have not been prescribed 
Na ASPR as has been done in cost-type contracts. This has resulted 
in prolonged disputes between negotiators, auditors, and contractors 
and is the subject of major complaint by both contractors and Govern- 
ment personnel. It leads to lack of uniformity in allowance of costs 
by the services and within the services and can give one contractor 
an unfair competitive advantage over another. It places the negotia- 
tor at a disadvantage in dealing with the contractors in those cases 
where he has lack of written policy to support disallowance of costs. 


NAVY COMMENTS 


The comments with respect to standards for “allowance of costs” 
in fixed-price contracts indicates a faulty appraisal of these contracts 
and of the use of audits thereunder. Price negotiation in firm fixed- 
price contracts, final pricing in redeterminable contracts, and target 
pricing in incentive contrac ts all necessitate an estimate and an evalu- 
ation of the future. How can you have standards for the allowance 
of costs which have not yet occurred? Audit reports, in these cases, 
no matter what standards they are based on, are only advisory based 
on estimates. An audit report cannot control forward pricing. 
While standards for auditing uals contracts are available from sec- 
tion XV of the armed services procurement regulation, we agree that 
there is need for clarification in the area of the use of cost principles 
in fixed-price types of contracts. We do not agree that this lack 
has any effect on the allowance of costs or that there can ever be or 
should be, “uniformity in allowance of costs” in fixed-price contracts. 
These contracts all bear risks. There is no assurance that a con- 
tractor will be paid his costs. Their pricing is intentionally not based 
exclusively on cost reimbursement. This is proper and is the way 
American business is traditionally done. It should not be inferred 
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that contractors are seeking any uniform standards for the allowance 
of cost in fixed-price contracts, as is indicated in the report. On the 
contrary they welcomed Department of Defense Instruction 4105.11, 
referred to on page 71 of the staff report. This instruction makes 
it abundantly clear that a contractor’s cost, or projected costs, are 
but one factor in our consideration of what constitutes a fair price. 
The test, in pricing, is not “what did it cost?” but “what is it worth ¢” 
The answer to these two questions may or may not be related. 

In addition, the most complete set of codified cost principles will 
never provide the answers to hundreds of specific auditing questions 
that arise in connection with complicated contracts for novel mili- 
tary equipment. Inevitably many issues will arise over the ap- 
plicability to our work of specific cost elements in one contractor’s 
plant. Whether these relate to projects for future costs or whether 
they relate to negotiated settlements under incentive contracts, it is 
important that we be able to consider them in their entirety and settle 
them on a basis of equity through careful negotiation. Any other solu- 
tion ignores risks, protracts settlements and overemphasizes purely 
cost factors. This is the intention of Department of Defense In- 
struction 4105.11. For additional discussion of a related aspect of 
this question, see Navy comment below. 


COST PRINCIPLES 


REPORT COMMENT 


It is our opinion that the only way to be assured that the Govern- 
ment is obtaining fair and reasonable prices under the redeterminable 
fixed-price contracts is to have costs of performance established under 
a set of cost principles recognized by contractors, auditors, and con- 
tracting officers. Once these costs are established, consideration in ne- 
gotiation can be given to adjustment of costs or allowance of profit in 
such matters as the contractor’s general performance, efficiency, econ- 
omy, and ingenuity displayed in meeting contract requirements, in- 
cluding the delivery schedules, quality of the product, the character 
and extent of the subcontracting, changes in market conditions, com- 
petitive prices for the same or similar items, extent of contractor’s 
technical, production and financial risk, and Government assistance 
in the form of facilities, equipment, or financing. The extent of con- 
sideration given the above factors should be made a matter of record 
in the negotiation files for later administrative review. 


NAVY COMMENT 


We are in complete disagreement with this paragraph and consider 
that it reflects a pricing system which is basically wrong. If we are 
to do all of our pricing in relation to contractors’ costs “once these 
costs are established.” we are overlooking all of the incentives for cost 
reduction, getting close to after-the-fact pricing, and paying more at- 
tention to profit control than to price control. 

The theory behind this report, as reflected in this paragraph, seems 
to be that a “fair and reasonable price” is one on which the contractor 
recovers all of his costs and gets a profit appropriate to his effort. 
The staff ignores a basic business and pricing truism. Within reason- 
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able limits, you can, through your method of contracting, control 
profits or you can control costs. You can’t, within any reasonable 
degree of accuracy, control both. Through cost-reimbursement type 
contracts, which the staff appears to be urging, you can control profit. 
You can assure that the contractor doesn’t get rich but you cannot 
assure that he is using his engineers, labor, and materials with reason- 
able effectiveness, that he is planning the work for eflicient perform- 
ance, that his designs are capable of low-cost manufacture, that his 
facilities are most effectively arranged or that any of a number of 
other factors seriously affecting his costs are being well performed. 
The Navy does not have the talent, the experience, or the number of 
people required to undertake the management of American industry. 
If we do not perform this function, we cannot control costs in the 
only way they can be controlled under cost-reimbursement contracts. 
Sinee costs represent 85 percent or more of i he prices we pay, it follows 
that uncontrolled costs gre much more important to the prices we are 
required to pay than uncontrolled profits. Accordingly, we would 
prefer to create contractual situations where the contractor’s man- 
agement will bend every effort to keep costs down. Under these cir- 
cumstances we are willing to assume risks with respect to the extent 
of profits. This is the function of fixed-price contracts and of those 
incentive or redeterminable contracts which are targeted early. In 
setting fixed prices, final prices in redeterminable contracts or targets 
in incentive contracts, the great effort should be to arrive at a price 
which is sufficiently low to require the contractor’s own management 
to do its utmost to use his engineers, labor, and materials effectively, 
to plan his work for efficient performance, to design his product for 
low-cost manufacture, to arrange his facilities in the best manner and 
to do all other things appropriate to reducing his cost. If this is done 
we shouldn’t worry too much if he makes a higher-than-normal profit. 
He has earned it, and we have gained by it. 

Low prices to provide such incentives as these can only be reached 
by lump-sum negotiations. Such negotiations should be undertaken 
only after consideration of all pricing factors including auditor’s cost 
projections. It must be abundantly clear, however, that no audit 
report can adequately appraise such potential efficiencies. Accord- 
ingly. we consider it very important that our negotiators be able to 
negotiate lump-sum prices, including negotiated repricing. While 
they should be prepared to justify the lump-sum prices they negotiate, 
they should be under no compulsion to relate such prices to audit 
reports, individual cost factors or “standard cost principles.” 


DETERMINATION OF REQUIREMENTS 


REPORT COMMENT 


All of the services base their requirement on some type of inventory 
or stock status report. This information is entered as one of the factors 
in the computation. Thus, among many other factors, the validity of 
the requirement determination is greatly dependent upon the accuracy 
of the inventory data. However, numerous examples of disagreement 
between reported and actual counted inventory were discovered by 
the staff. 
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NAVY COMMENT 


It is basic to any inventory control program that the validity of 
requirement determination is greatly dependent upon the accuracy 
of inventory data. 

Navywide inventory records are currently better than 96 percent 
accurate, This measurement of accuracy is based upon the annual 
analysis of inventories which is made for the purpose of focusing 
attention on the dollar value of all inventory transactions and balances 
by material category. One of the captions of this analysis is “Mate 
ria] gains and losses (net)” which includes not only differences be 
tween physical inventories and stock-card balances but also minor 
differences in shipments, surveys of obsolete material. and the cost 
of repair of material in store. For the fiscal year ending June 30, 1955, 
less than + percent of the total inventory was expended under this 
caption. Obviously something less than 4 percent was attributable 
to differences between physical inventories and stock-card balances. 

Discrepancies between stock on hand and stock records are the result 
of human error. Such errors normally result from either the store 
keeper issuing the wrong item or the stock-record clerk posting the 
transaction to the wrong stock-record card. In either case, an error 
results in two items. Physical inventory is the device for correcting 
these errors. However, another human error may occur at this time, 
that is, a faulty count of the actual items on hand. 

Upon completion of the physical inventory, an attempt is made to 
reconcile discrepancies between the inventory count and stock-card 
balances. In many cases the cause of the difference is discovered and 
corrected. It is reasonable to assume that if sufficient personnel and 
funds were available, all such discrepancies could eventually be recon- 
ciled as to cause. Recent personnel and fund reductions, without com- 
mensurate reduction in workload, have forced field activities to select 
areas or functions for curtailment. Unfortunately, this has resulted 
in decreased emphasis on physical inventory. Issues to overhaul and 
repair shops and fleet units cannot be stopped. The benefits of physical 
inventory are real, but indirect, and secondary to supporting operating 
units by making timely issues. The cost and value of physical inven- 
torying, therefore, must be balanced against the cost and value of 
performance of all other supply management functions in support of 
operations. 


REPLENISHMENT SPARE PARTS 
REPORT COMMENT 


A. fundamental weakness in maintaining material requirements 
solely on the basis of past issues becomes evident when considering 
the fact that the population of the Navy both personnelwise and 
equipmentwise changes from year to year, depending upon national 
policy and the emphasis placed on current operations. Very often 
future requirements must be “guesstimated. 


NAVY COMMENT 


The comment above indicates that the Navy maintains its material 
requirements “solely” on the basis of past issues. This is definitely not 
the case. The report itself, on page 86 (p. 51 of this hearing), indi- 
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cates that the Aviation Supply Office takes into consideration such 
factors as, “the planned program of future aircraft operation and 
overhauls, plus past usage and specific application of spare parts and 
assemblies. Program includes factors on the deployment of aircraft, 
projected aircraft flying hours, by model, by command, planned out- 
fittings and overhaul scheduled.” 

One of the basic factors in inventory control is the estimate of fu- 
ture requirements. By its very nature, there is no automatic formula 
to arrive at this answer. A commercial business in possession of such 
a formula would be an instant success. The estimate of future re- 
quirements, considering the manifold variable factors present in a 
military operation, is one of our most difficult problems. The word 
“guesstimate” infers some illogical approach to requirements deter- 
mination. On the contrary, we have made tremendous strides in our 
ability to forecast our needs scientifically. We are sure that we will 
never have a perfect system. 


REPLENISHMENT SPARE PARTS 
REPORT COMMENT 


The Navy procures for delivery currently with the plane parts pe- 
culiar to a particular plane on a life-of-type basis (i. e., estimates the 
quantity and types of spares and spare parts that will be required to 
service the plane throughout its useful life, or 5 years, whichever is 
less). By this, it attempts to take advantage of the lowest cost while 
the manufacturer is tooled up and in production on such items. Thus, 
the Navy gambles on its ability to estimate the lifetime parts require- 
ment and the life of a plane and feels that any additional storage costs 
for these parts is more than offset by economies in the original pur- 
chase price. This is in contrast to the Air Force procedure where ap- 
proximately 18 months supply of parts are provisioned for delivery 
currently with the plane and subsequent requirements based on usage 
are met through later purchases. The Air Force system has the dis- 
advantage of possible higher unit cost on its later purchases. How- 
ever, it has the advantage of knowing that the type and quantity of 
parts more nearly meet the true requirement, thereby minimizing the 
obsolescence factor and the possible costs resulting from it. 


NAVY COMMENT 


The determination of requirements and procurements of spares and 
spare parts under the Navy provisioning processes is not an irrevoca- 
ble, one-time “gamble.” Rather, it is a coordinated, time-phased pro- 
gram which takes place during the entire period of the aircraft pro- 
duction program and provides for additions and deletions to the basic 
determinations throughout the production program period. The final 
phase of the provisioning takes place just prior to breaking down the 
production lines. 

The differences cited between the Air Force and the Navy provision- 
ing techniques are actually not as great as they appear. Air Force 
and Nav y representatives meet recul: uly with each other and indus- 
try to compare and examine provisioning processes of each service. 
It is generally agreed that practices of both the Air, Force and Navy 
are remarkably similar. The major differences appear to be those of 
nomenclature rather than methodology. 
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For example, the staff report speaks in terms of the Air Force pro- 
curing “approximately 18 months’ supply of parts.” The Navy speaks 
of procuring on a “program life basis.” Actually, in both services 
the initial procurement of repairable parts is to support the point of 
maximum demand which occurs early in the program. After this 
point in the operating program has been reached, repairable material 
returned from overhaul will normally provide most of the parts needed 
for the balance of the program. 


INITIAL PROVISIONING 
REPORT COMMENT 


A primary difference between the Air Force and the Navy is in the 
use of provisioning parts breakdown (PPB) meetings. The Air Force 
uses the PPB meetings to develop and decide on (with the contrac- 
tor’s assistance), quantities and types of items that will be required 
for initial support of a weapons system. There is no definite formula 
for computing initial requirements. Factors used to compute or esti- 
mate the quantities have been agreed to by the Air Force and the 
contractor prior to the meeting. By way of contrast, the Navy does 
not decide on the quantities at the PPB meetings, instead, Navy per- 
sonnel spend their time at the meeting resolving the level of replace- 
ment desired and in discussing with the contractor the replacement 
factors that will be used to compute their requirement. These dif- 
ferences have tremendous impact upon later production. At the com- 
pletion of the Air Force’s PPB meeting, the contractor knows types 
and quantities of parts desired and can start to manufacture these 
parts immediately. However, under the Navy procedure, 1 contractor 
reported that following the PPB meeting there was a 60-day minimum 
delay before he received the type, quantity, and authorization to 
manufacture. This delay frequently extended up to 120 to 150 days. 

Under the Air Force procedure the contractor is allowed 60 days 
after the provisioning meeting to submit his priced spare parts list 
(PSPL) to the Air Force for approval. One contractor reported 
he had found that 7 days after his submission of this PSPL the Air 
Force had incorporated the parts lists into his contract. Under this 
procedure in a minimum of time the Government is aware of what it 
will pay for the parts required to support its aircraft. However, 
under the Navy’s system the contractor cannot begin to prepare his 
priced spare parts lists until types and quantities of spares desired are 
received. It then takes up to 18 months after this submission for the 
prices to be incorporated into the contract. Thus, under the Navy’s 
system, it not only takes considerably longer for prices to be incorpo- 
rated into the contract but also takes a considerably longer time to get 
the items manufactured and delivered. 


NAVY COMMENT 


The situation described above is a matter of two different methods 
which both have the same result. We believe that the objective, from 
a timing standpoint, is to get the spare parts delivered concurrently 
with the delivery of the plane they are designed to support. Spare 
parts are neither required nor desired prior to delivery of the plane, 
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because if designs are changed during production of the plane, we 
also must change requirements for spare parts. Except in unusual 
cases of greatly curtailed production and/or delivery schedules, the 
Navy has been achieving the objective of getting spares delivered con- 
currently with the plans they support. We are not aware that our con- 
tractors are del: tle in producing our spares due to the Navy system. 
We feel that the Navy possesses much more information than the con- 
tractor in this area and that we can best decide on what new material 
should be introduced into our system. Under the Navy system, there 
is now no great delay in incorporating prices into the contract. 


PROCUREMENT PRACTICES 
REPORT COMMENT 


There would appear to be an opportunity for the services to elimi- 
nate many of the so-called proprietary items from the parts system by: 
1. Determined and intelligent effort to develop precise speci- 
fications and obtain drawings for such items to make effective com- 
petition possible ; 
2. Imposing severe penalties on manufacturers who refuse to 
furnish complete production drawings of such parts; 
Comprehensive review of parts so classified to determine 
their availability from other than a sole source ; 
4. More concerted efforts to secure competition from the basic 
parts manufacturer rather than solicit end-item producers as the 
only available sources. 


NAVY COMMENT 


The Navy has long practiced the basic purchasing technique of intro- 
ducing competition whenever practicable. Our cataloging program 
has enabled us to determine alternate sources, It is easy to say that 
we should develop precise specifications and obtain drawings for 
proprietary items, but often such effort is not possible due to lack of 
data and technical personnel, and the results would not be commensu- 

rate with the effort e xpe nded. In some cases, an insistence on obtain- 
ing drawings and buying competitively would completely discourage 
small inventors and dry them up as a source of new ideas for us. Tt 
would be extremely dangerous for the Government to try to impose 
severe penalties on manufacturers who refuse to furnish complete 
drawings. In many instances, these are patented items and the manu- 
facturer can legally protect himself under the patent laws. In other 
cases, a manufacturer will refuse to give up his business secrets to the 
Government so they can be released to his competitors. As a result 
of any penalty program on our part, we would lose most of our depend- 
able and low-cost sunpliers and the end result would be directly op- 
posite from that envisioned in the staff report. It should be known 
that the Navy regularly obtains detailed drawings for those items for 
which it has paid the cost of dev elopment. 

The Navy regularly obtains its spare parts from the basie parts 
manufacturer whenever such action is possible or practicable. Tt must 
be recognized, however, that there frequently are advantages in deal- 
ing through the end-item producer. Each situation must be studied 
individually. 
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PROCUREMENT PRACTICES 
REPORT COMMENT 


The purchase practice that has led to the perpetuation of sole source 
procurements of parts has also resulted in the Government having to 
pay excessive prices for the purchase of end items in order to utilize 
spare parts already in the Government inventory. For example, one 
Army technical service justified an expenditure of $150,000 in excess 
of the low bid on an end item on the basis that the cost involved in 
establishing a parts inventory of the low bidder's parts, together with 
the cost of preparing spare parts and operational manu: als for same, 
would exceed the apparent saving of $130,000. Obviously, this think- 
ing, if carried to an ultimate conclusion, would make it impracticable 
for the Government to accept a low bid if the parts and manuals of 
a higher bidder are already in the repair parts supply system. 


NAVY COMMENT 


The question involved in the case cited is one of standardization on 
end items to avoid duplication in spare parts inventories. We do not 
agree with the inference in the report that this practice is automatically 
bad. These standardization programs must be approved at the secre 
tarial level in the departments and they are approved only after care 
ful consideration of all of the facts. In Public Law 413, 80th Con 
gress the Congress recognized the soundness of such programs by 
providing specific negotiation authority to accomplish them. Congress 
provided this authority because it was clearly good business to do so. 
The cost of maintaining a complete line of spares for many models of 
technical equipment may far outweigh any possible increase in acquisi 
tion cost due to lack of competition. The departments standardize only 
when the individual case can be fully justified. Such standardization 
may save the Government tremendous sums, notwithstanding the re 
duced competitive factor. 

REPORT COMMENT 


L ocal purchase us 


These purchases are in limited amounts and are usually made from 
the smaller spare-parts dealers or distributors in a given locality, by 
military procurement agencies in the same geogr: ‘aphical location. 
Parts purchased under this procedure are usually procured to fill 
ur = needs of the local installation. 

Under the authority which grants depots or other local agencies 
the right to use local-purchase procedure, care must be exercised to 
assure that the right is not abused. Next higher authority should 
— os over the system by making certain that : 

The local agencies are carefully screening parts purchased 
loe ibe against inventories in the regular sup ply. system to prevent 
purchase of parts already in stock; 

2. Such purchases are regularly and accurately reported to 
higher authority for review : 

3. Reports to higher authority are made frequently enough to 
assure that orders for the same parts are not issued in series fo 
low dollar amounts, exceeding in the aggregate administrative 
limitations for a specific period of time. 

74467—56——22 
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NAVY COMMENT 


_ The above generalities are basic and they have been fully covered 
in Navy instructions for many years. We have no evidence to indicate 
abuse in this area. The staff report contains no evidence of abuse. 


UNWARRANTED OBLIGATION OF FUNDS 
REPORT COMMENT 


A review of Navy contract No. N383s-9700 dated January 1, 1954, 
between the Aviation Supply Office and United Aircraft Corp., Pratt 
& Whitney division, reflected that it was for the purchase of engine 
spare parts for both the Navy and the Air Force. The initial amount 
of the contract was $80,835,000, but by September 7, 1955, the amount 
was increased to $353,822,495. The staff ascertained that as of Septem- 
ber 23, 1955, orders placed against the contract amounted to 
242,960,217, with estimated requisitions on hand of about $3,200,000. 
When it was pointed out to an official of ASO that the contract had 
been increased to over $100 million more than orders and requisitions 
on hand, he said steps were being taken to modify the contract. He 
also said the modification would change the present methods of obliga- 
tion of funds based on subsequent ordering of definitive types and 
quantities of spare parts, which would result in the contract more 
closely approaching open-end type. He said this action was necessary 
in order to comply with section 1311 of Public Law 663, 83d Congress. 


NAVY COMMENT 


The contract arrangement employed in contract N383s—9700 was 
entered into prior to Public Law 663, 83d Congress and was considered 
by Counsel at that time to be permissible provided that: 

a. No funds committed to the contract would be formally ob- 
ligated without the establishment of firm requirements; and 

6. No funds would be formally obligated after the expiration 
of the legal permissive period for the obligation of such funds. 
These two controlling conditions were not violated. 

Section 1311 of Public Law 663, 83d Congress, effective subsequent 
to the date of the subject contract, prohibits the earmarking of any 
funds as was done in this instance. Not only the Aviation Supply 
Office, but all Navy contracting activities are complying with that 
law, thus preventing the possibility of a repetition of this situation. 


EXAMPLES OF WEAKNESSES IN SPARE PARTS SUPPORT 
REPORT COMMENT 


The optimum in management of spare parts means purchase of the 
correct quantity, distribution to points where needed, proper ware- 
housing to preserve the items and to have them available for immediate 
issue, and proper records for use in determining current stock posi- 
tions and requirements for future purchase. The conditions and in- 
cidents described below are examples of weaknesses in spare-parts sup- 
port, weaknesses that are costly in dollars, in manpower and in time. 


NAVY COMMENT 


In connection with the procurement of spare parts, we do not agree 
that there are serious weaknesses in requirements computations, in- 
ventory inaccuracies, or inadequacies of stock records. p -*aperwork is 
heavy as it necessarily must be to handle the flow of over 1,200,000 dif- 
ferent types of stock items distributed on a worldwide basis. We do 
not believe that any of the facts or analyses contained in the body of 
the report with respect to the management of materials by the Navy 
provides a basis for the statements claiming inadequacies in our 
systems. 

The Navy has a worldwide inventory-control system, which we con- 
sider to be efficient and creditable. Errors in recording and report- 
ing inventories, as noted in this report, are bound to occur, but these 
are human weaknesses and should not lead to the conclusion that the 
system itself is weak or unsound. The Navy supply system, adopted in 
1947, has made tremendous strides in mastering the task of controlling 
over a million items valued at approximately $15 billion dispersed 
throughout the world and, at the same time, insuring that the varied 
demands of the operating forces are met. ‘To do this we have some 
20 decentralized inventory -control points, each of which is responsible 
for a given category of material. These control points are each pe- 
riodic ally reviewed and a report made to me as to the efficiency of their 
operations and their compliance with the Department of Defense and 
Navy inventory-control policies. In deciding what to control, we 
have concentrated on those items which are military necessities, or 
which have a high individual dollar value, or which have a high rate 
of stock turnover, or which have a long production lead time. In 
other words, we have tried to make control pay off. In refining the 
Navy supply system, we have applied all of the lessons of World War 
Il. We are using business-tested principles of inventory determina- 
tion and analysis ‘and financial management. We have introduced the 
most modern business machines such as electronic data-processing ma- 
chines. Even now we are studying instantaneous electronic reporting 
devices which will eliminate the delay now inherent between an actual 
issue in the field and its recording at a central control point. We are 
seeking to introduce these improvements as rapidly as possible within 
the limitation of dollars, manpower, and data-processing machines. 


INVENTORY CONTROL—RADIOS AND PROPELLERS 
REPORT COMMENT 

ARC/27 transmitter-receiver radio set 

This is an aircraft-type radio which the Navy procures for all three 
services. As of October 1! 954, a special inventory of this item by the 
Navy disclosed that only 57 percent of the sets c ould be accounted for. 
Many of the new aircraft procured by the Navy were having these 
sets installed in them. Because of the loss of accountability of the 
sets, it was necessary for the Navy to continue to procure new sets 
for installation on new aircraft despite the fact that there should 
have been sets available within the system. As of July 1955, the Navy 
had additional sets on order. In July 1955, the Navy instituted an- 
other special inventory in attempting to locate the ARC/27 radio 
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sets with the result that more sets were located. Some naval activi 
ties have not yet reported on their installed sets and it was anticipated 
that an additional number would be reported. As of July 1955, 
a balance of 23 percent of the sets were still unaccounted ok 

Despite the special physical, inventories made by the Navy in at 
tempting to locate the ARC/27 radios, the staff found a substantial 
discrepancy in the records of one major air station. This record ind1- 
cated the station had 186 sets on hand while a physical count in the 
warehouse revealed 243 sets. Another station only 30 miles away 
stated it had been out of stock of this item for several months and had 
an outstanding requisition for 16 sets over a long period of time, vet 
there were 243 sets only 30 miles away. 
ae seymia 

The Navy uses the R8THS43E60-305 propeller which costs $9,000 
each. It has procured 157 at a cost of $1,413,000. The May 1954 Avia- 
tion Supply Office Quarterly Stock Status Report. could only account 
for 62 propellers, leaving 95 unaccounted for. A special inventory was 
taken in March 1955 at which time 115 propellers were located. How- 
ever, 42 propellers worth $378,000 were still unaccounted for. 


NAVY COMMENT 


With respect to the propellers and radios mentioned in this report, 
it is important that the terms “lost” and “loss of accountability” be 
clearly understood. The Navy has not lost any of these items nor has 
there been any loss of accountability. We can account for and can 
locate these items in accordance with our regular supply procedures, 
from the time they were purchased up to the time they were issued for 
operational use or to ready standby in operating activities. When 
thus issued, the items are removed from central inventory control and 
each operational unit having custody of the item is held accountable 
through normal administrative regulations, for the items held in cits- 
tody. Although we do maintain individual central supply accounting 
ona few large items such as airframes and powerplants, we have found 
it more economical to dispense with such refined and expensive proced- 
ures for the great bulk of our stock items in view of their constant 
movement on a worldwide basis. It is always a question of judgment 
as to whether or not it is economical and justifiable to maintain de- 
tailed accountability of items in use. For many items we do maintain 
such accountability and the question of extending it to others is con- 
stantly under active consideration. 

The propellers and radios which received attention in this report 
were not individually accounted for by serial number after they were 
issued for operational use. For reasons not pertinent to this discus- 
sion, it was considered desirable to conduct a worldwide physical in- 
ventory of these items. Any such inventory invariably will not be com- 
pletely accurate due to human error and the inherent diffic ‘ulty of such 
a large-scale effort throughout the world. 


Prope Ve Vs 


With respect to the propellers, the explanation is bri ief and simple. 
Ww e purchased a total of 179 of this item rather than 157 as indicated 
by the report. We have detailed records on the location of 143. The 





339 


‘emaining 36 are explained in several ways. Our experience —_ ates 
that 10 percent of all propellers subjected to regular overhaul are in 
such bad condition as to be broken down into parts for a varie y “ee 
reasons related to their condition. At this stage, the propeller loses 
ts identity, usable parts are salvaged and no further records are nec 
saVy or ¢ lesir: ab le. Based upon our records of issues for over Nh ul of 
this propeller, and applying the 10 percent nonrepairab : factor, 33 
propellers are accounted for as having been salvaged or scrapped. 
The other 3 propellers are presumably in a transit status or awaiting 
scree hing prior to overhaul. Therefore, it can be seen that there has 
been no “loss” or “lack of accountability’ > on this item. 
i1RC D7 Transm tte y— Rec Ve?) radio set 

The implication he re is th: if the Ni avVV lost these rt oeras This is not 
the case, since the Navy accounted for these radios from the time they 
were bought, up until the time they were actual] issued, Thus we 
have, and have always had, a record of the sets in stock, but we do not 
maintain individual accountability after the radio hae been issued to 
in aircraft or to an operational unit, such as an overhaul and repan 
activity, or a squadron. 

Procurement of this radio was started in June 1950, almost simul- 
taneously with the outbreak of the Korean war. The Navy bought 
about 24.000 for itself and 35,000 for the Air Force, after it wes de. 
cided by the Joint Chiefs of Staff that it was absolutely necessary for 
operational reasons to shift to ultra-high-frequency radios. Thus, 
the conversion took place right throngh the Korean war, the Navy 
completing its part in September 1953. 

Half of these sets were delivered to airframe manufacturers for 
installation in new aircraft. The other sets were delivered to the fleet 
as fast as we could get them there and they were distributed and in- 
stalled in the most urgent manner. Only at the time of actual final 
issue did we stop accounting for the r: adios, since we knew thev were 
in use. Some were diverted to ground control and shipboard and othe: 
valid. nonairborne uses when it was found that this was essential to 
operations. 

We knew from the numbers of radios issued in relation to our Navy 
aircraft population that some of our squadrons and repair activities 
probably had overstated their requirements to be on the safe side. 
Therefore, when the shooting war stopped and the conversion had 
been made, we took a complete check as to how these sets were distrib- 
uted throughout our worldwide fleets so that it might guide us with 
regard to future purchases. 

This inventory accounted for some 20,000 sets in use and in stock. 
During this period there were about 2,500 Navy plane crashes and in 
the overwhelming majority of cases the radios were demolished. The 
balance of 1,500 are in a variety of places—in process of replacing 
inoperative units awaiting screening for repair: ability, or in transit to 
or from squadrons. Each of these sets could be individually ac- 
counted for if it were thought prudent to expend the time and man- 
power necessary for such a detailed check. 
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OFF-LOADED MATERIAL 


REPORT COMMENT 


At one west coast naval air station vast quantities of aviation spares 
and spare parts returned from overseas posts or offloaded from. air- 
craft carriers were stacked in warehouses and in the open awaiting 
inspection. It was stated that the backlog of work approximated 
3 months. In the meantime items out of stock and reordered may be 
available in ample supply within this mass of unidentified material. 


NAVY COMMENT 


The situation noted was admittedly unsatisfactory. All current 
instructions are aimed at minimizing the time involved in returning 
material to the supply system. By means of a special instruction, the 
Chief of the Bureau of Aeronautics has brought to the attention of all 
industrial air stations the importance of material screening, and di- 
rected a concerted effort to nics backlogs. 

However, it is not economically practicable to staff to meet peaks 
in material offloadings from large carriers and western Pacific supply 
points. Related thereto, material is sometimes moved and offloaded 
more quickly than staffing adjustments can be made, even though it be 
feasible to move sufficient people from other areas of work. The 
5-month backlog cited in the staff study has now been reduced to less 
than a month’s backlog and it is anticipated that screening backlogs 
will be eliminated in March 1956. 


ERRORS IN NAVY INVENTORIES 
REPORT COMMENT 


The staff made spot checks of inventory records at two major supply 
depots of the Navy and compared records with physical counts of the 
items in warehouses. Out of 39 items checked, in 22 cases the physical 
count did not agree with the inventory record. This reflected a dis- 
crepancy in 56 percent of the items selected. Erroneous balances of 
course are reported to the Aviation Supply Office under normal proce- 
dures and the erroneous information is used in computations designed 
to determine stock replenishment. 


NAVY COMMENT 


It should be apparent that no conclusion whatsoever can be drawn 
from the data presented above. The activities involved probably had 
from 200,000 to 300,000 different items in stock. There is no indica- 
tion that normal inventory techniques were followed. 

The 56 percent discrepancy cited in the staff report is obviously 
based on inventory errors concerning individual items without any 
regard to the quantity, dollar value, or extent of error involved. For 
instance, if 1 bolt were missing from a recorded inventory of 1,000 
bolts, this would be a 100 percent discrepancy as computed by the 
staff. This isa statistically unsound basis for computing discrepancies. 
A realistic evaluation can be based only upon dollar value sic: as 
indicated previously on page 331, indicates less than a 4 percent dis- 
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crepancy. The citation of these few errors in no way supports any kind 
of generalization with respect to Navy inventory control procedures. 


MISUSE OF PRODUCTION FUNDS 
REPORT COMMENT 


The following contract examples serve to illustrate that as long as 
plannnig, requirements, and schedules are based on untested aircraft, 
untested engines, untested equipment, and uncontrolled costs there 
will continue to be costly procurements from which the Government 
cannot possibly expect to receive a dollar value for each dollar ex- 
pended. Moreover, these examples confirm the fact that production 
funds are being used fairly indiscriminately to support development 
activities under the guise of production contracts. 


NAVY COMMENT 


The desirability of placing untried aircraft into production and the 
use of production funds to support development activities have been 
discussed fully in preceding sections of this paper. We do not agree 
that our procedures in these areas are wrong. 


MISUSE OF PRODUCTION FUNDS 
REPORT COMMENT 


Grumman Aircraft Engineering Corp. 
Bethpage, Long Island, N. Y. 
FIOF-1 Program 

The F1OF-1 was proposed to be a high-performance fighter air- 
craft with adjustable wings. The development of two experimental 
models of this aircraft was initiated under contract NOAS 7982 dated 
April 22, 1946. 

Contract analysis 

A letter of intent dated August 18, 1950 (NOAS 51-140) was issued 
to Grumman for 12 model FIOF-1 aircraft. No price was set forth 
in the letter of intent; however, the estimated tentative unit target 
price reflected in the work papers was $1,200,000 and the total esti- 
mated contract value was $18,864,000. Deliveries were scheduled to 
run from January to December 1952. 

Amendment No. 5, dated January 30, 1952, was issued to the above 
letter of intent to construct a static-test article and conduct structural 
tests. The work papers reflect that the estimated cost for his work was 
$3 million. 

Amendment No. 4, dated February 6, 1952, to the above letter of 
intent extended the delivery dates of the aircraft to run from Septem- 
ber 1952 through May 1953. 

A letter of intent, dated February 10, 1951 (NOAS 51-639) was is- 
sued to Grumman for an addition: il 70 model FIOF-1 aircraft. The 
estimated unit target price of the aircraft was $500,000 with the total 
contract cost of $44,800,000. 

The first letter of intent was converted into an interim incentive con- 
tract in November 1951; however, the contract was backdated to Au- 
gust 18,1950. The contract stipulated a unit price of $1,643,925.78 for 
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each of the aircraft, and a total cost of $23,086,982.36 for the 12 air- 
craft. The total cost did not include the cost of the static-test article 
nor cost of the structural-test program inasmuch as the contract price 
was to be later adjusted by amendment. The delivery dates of the air- 
craft were to run from April 1953 through January 1954. 

In November 1952 amendment No. 1 to the contract established the 
price of $3,886,000 for the static-test article and the structural-test 
program. 

The second letter of intent was not formalized into a contract. 

The contract (NOAS 51-140) was terminated for the convenience 
of the Government on June 12, 1953, whereas the letter of intent 
(NOAS-51-639) was terminated for the same reason on March 31, 
1953. 

Comment 


A high ranking naval officer advised that due to the continuance of 
difficulties encountered in the design for the aircraft and the ultimate 
determination that the FLOF-1 design was not a valid one it was nec- 
essary to terminate the contracts. He stated that there were no deliv- 
eries of production airframes due to engineering difficulties and the 
nondelivery of the J40-WE-8 Westinghouse engine. 

A naval civilian aeronautics specialist, in substance, furnished the 
same information relative to F1OF-1 aircraft as is set forth above. 

It is interesting to note that contract NOAS 51-140 was in existence 
for approximately 3 years and the follow-on letter of intent in excess 
of 2 years. The total estimated termination cost to the Government 
under the program was $15,960,802 as at September 29, 1955, without 
the receipt of a single F10F-1 aircraft. 


NAVY COMMENT 


Development of the F10F was initiated in 1946. The variable 
sweep wing was pursued as a method of landing high performance 
sweep-wing fighters under the stringent operating requirements of 
existing carriers. Because of impetus that the Korean war and the 
Formosan commitments imparted to the need for high-performance 
carrier-based fighters, production on the aircraft was commenced prior 
to the av: ailability of conclusive experimental flight data. During 
1952 and early 1953, 31 test and development flights were completed. 
Shortly after these first flights of the XF10F-1 it became apparent 
that there was little to be gained in continuing this development and 
all production contracts were terminated. The XF10F, with a vari- 
able sweep wing and a double delta, flying tail, represented an ap- 
preciable departure from conventional design. The problems 
associated with these items and the delayed development of the J40 
engine were the predominating reasons for terminating this model. 
There was approximately $20 160,000 research and development funds 
expended on 2 XF10F’s ‘and 1 static test article. One XF10F flew a 
total of 31 flights. 

REPORT COMMENT 


2. Convair (formerly Consolidated Vultee Aircraft Corp.) 
San Diego, Calif. 
SY 1.2 program 


The R8Y is a four-engine turbo-prop cargo/transport seaplane and 
was preceded by an experimental model, the XP51. 
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Contract analysis 


A letter of intent, dated August 18, 1950 (NOAS 51-143) was issued 
to Consolidated Vultee for six model R3Y~-1 aircraft. The estimated 
unit target price reflected in workpapers but not in the letter of intent 
was $5,500,000 and the total estimated contract value was $41,580,000. 
The deliveries were scheduled to run from March 1952 through No- 
vember 1952. 

Another letter of intent (NOAS 51-665) was issued to Consolidated 
Vultee in February 1951 for five additional R3Y-1 aircraft. The 
estimated unit target price reflected in the workpapers but not in the 
letter of intent was $2,500,000 and the total estimated contract value 

was $15,875,000. 

The above-mentioned letters of intent were combined and converted 
into an incentive fixed price production contract (NOAS 51-143) in 
September 1951, with interim redetermination for the 11 aircraft. 
The contract was back-dated August 18, 1950. The tentative unit 
target price reflected in the workingpapers was set at $5,551,888. 
The total contract value was increased to $72,899,533. Deliveries were 
to begin in May 1953 with final delivery in December 1953. 

Amendment No. 6, dated February 94, 1953, amended the contract 
to convert six R3Y-1 aircraft to the R3Y-2 bow loader design, with 
total contract price increase of $2,309,031. The delivery schedule 
was again revised with the first delivery in August 1953 and the last 
in May 1954 

nig i contract amendments repeatedly increased the contract 
price and extended the delivery dates of the aircraft. The contract 
riaiitel completion of the work by June 1955; however, the aircraft 
had not been finally accepted by the Navy as of December 20, 1955. 


C'omment 


This program is an example of waste of funds and time and the use 
of an incentive fixed-price production contract for an initial procure- 
ment of a small quantity of 11 aircraft under circumstances where the 
airframe and Government-furnished equipment were not developed or 
proven at the time the letter of intent was issued. 

A contractor’s official advised that approximately 40 percent - the 
funds expended on the aircraft should have been considered as re 
search and development rather than straight production. 

Despite the tremendous cost and delay in time to date, a $12.2 mil 
lion airframe improvement and modification program has been ap 
proved to increase the aircraft performance. Already there have 
been 50 change orders issued on this improvement and modification 
program. In addition, there has been approved $15.1 million to 
bring the Government-furnished engine-propeller combination to 
an operationally acceptable c ondition. 

The total cost allocated by the Bureau of Aeronautics for the 11 
R3Y aircraft, as of December 20, 1955, w: : $251.1 million without the 
final acceptance of a single aircraft by the Navy. 


NAVY COMMENT 


The R3Y production contract for 11 airplanes is a perfectly legiti 
mate straightforward and sound extension of a previous program 
which was financed with research and development funds. 
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The basic development was the P5Y, an airplane which was begun 
in 1945 as the result of a design competition for a new heavy patrol 
seaplane. Two airplanes were designed and built, and extensively 
test flown. These aircraft were designed as patrol planes, capable of 
reconnaissance, escort, antisubmarine warfar e, night shipping attack 
and mining. Flight testing was conducted until 1953, when the 
first airplane crashed at sea 

Sufficient experimental data, however, had already been accumu- 
lated to permit a decision to proceed with production of a modified 
airplane, configured as a long-range heavy assault transport. To pro- 
vide further development data for the production contract, flight 
testing, particularly of inflight refueling and surf beaching, was 
conducted with research and development funds from the first P5Y 
contract. 

The calculated risk taken at that time was no greater than normal, 
and the engineering judgment to proceed was as sound as any can be 
in normal military aircraft development and protection. No deeply 
significant new design features were involved, nor radical departures 
from the prototype planned. 

The difficulties that would develop in the prosecution of the pro- 
gram, particularly in the attempt to refine the T—40 engine, were not 
discernible to the most careful analysis which was made at the time 
of the procurement. 

We do not agree that there is any waste of funds due to the use of an 
incentive contract for initial procurement of a small quantity of air- 
craft. The amount of money involved, even in a small quantity, is 
substantial. The use of any other type of contract, i. e., a cost-plus- 
fixed-fee type, would increase the cost to the Government. In the case 
of the R38Y, the contract target price was closely priced and, in fact, 
the contractor will suffer a loss on this contract. 


REPORT COMMENT 


Douglas Aircraft Co., Inc. 
EK] Segundo, Calif. 
A2D-1 program 


The A2D-1 was a proposed carrier based, turboprop attack aircraft. 


Contract analysis 


A letter of intent (NOAS 12026), dated June 30, 1950, was issued 
to Douglas for production of 10 model A2D-1 aircraft. No price was 
set forth in the letter of intent. The tentative target price reflected in 
the work papers but not in the letter of intent was $1,550,000, and the 
total estimated contract value was $18,585,000. Deliveries were sched- 
uled from December 1951 through June 1952. 

The letter of intent was converted into an interim incentive fixed 
price production contract (NOAS 12026) in January 1951; however, 
the contract was back dated to June 30, 1950. The contract set a 
tentative unit price of $1,745,552 for each of the aircraft, and a total 
cost of $20.311.372.86. 

A second ielten of intent (NOAS 51-138), dated August 18, 1950, 
was issued to Douglas for 81 model A2D-1 aircraft. No price was 
stated in the letter of intent ; however, the work papers reflect a tenta- 
tive target price of $450,000 for each aircraft and a total estimated 
contract value of $48,114,000. 
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The second letter of intent was subsequently converted into an in- 
centive fixed price contract (NOAS 51-138) which was dated back to 
August 18, 1950. The contract set a tentative target price of $368,- 
629.32 and a total cost of $39,41: 3,846.89. Deliveries were scheduled to 
run from July 1953 through January 1954. 

A third letter of intent (NO. AS 51-631), dated February 10, 1951, 
was issued to Douglas for 250 model A2D-1 aircraft. No price was 
stated in the letter of intent ; however, the work papers reflect a tenta- 
tive target price of $325,000 for each aircraft and a total estimated 
contract value of $101,562,500. 

In summary, 3 production contracts were let to Douglas under this 
program which resulted in 2 formalized contracts for 91 aircraft 
amounting to $59,725,219.75, and a letter of intent for 250 additional 
aircraft at the estimated contract price of $101,562,500. This is an- 
other case where production contracts were let on an unproven air- 
frame and an unproven engine which could not be combined into a 
satisfactory aircraft. 

Contract NOAS 51-138 and letter of intent NOAS 51-631 were 
terminated for the convenience of the Government on September 16, 
1953, whereas, contract NOAS 12026 was terminated for the conven- 
ience of the Government on August 26, 1954. 

Douglas Aircraft Co., Inc. delivered 6 airframes under the program 
which cost $14,935,864.98 and had submitted contract termination 
costs amounting to $39,474,729.42 as of August 31, 1955. It can be 
readily seen that the 6 airframes cost the Government $9,068,432.40 
each for the total cost of $54,410,594.40 as of August 31, 1955. 


C'omment 


A naval officer advised on October 4, 1955, that the A2D-1 aircraft 
program was discontinued mainly due to the difficulty with the Allison 
Division of General Motors Corp. T40—A-6 engine which held up deliv- 
ery of the aircraft. He stated that the airframe had design errors, 
however the deficiencies could have been overcome had the engine 
proven out. 


General Motors Corp. 
Allison Division 
Indianapolis, Ind. 

The Allison Division of General Motors Corp. is an Air Force 
cognizance plant. The Navy Bureau of Aeronautics requested the 
Air Force to purchase Allison T40—-A-6 and T40—A—40 turboprop 
engines. 


Contract analysis 

The Air Force negotiated fixed price contract AF 33 (038) 16730, 
dated July 10, 1951, for 250 T40-A-6 turboprop engines for model 
A2D-1 aircraft at a unit price of $146,200, or total value of $36,550,000, 
and 66 T40—A-—10 turboprop engines for model R3Y aircraft at a unit 
price of $146,200, or total value of $9,649,200. Details of supplemental 
agreement to the above contract for spare parts, etc., are not being set 
forth. 

A letter of intent (AF 33 (038) 6544) was subsequently issued to 
Allison Division as a follow on contract for 719 T-40—A—6 and 80 T40— 
A-10 turboprop engines. 

Both engines were unsatisfactory. The Allison Division delivered 
40 T40-A-6 engines and 167 T40-A-10 engines prior to contract ter- 





346 


mination for the convenience of the Government. It is to be noted 
that 74 'T40—A-—6 engines were modified to the T40—-A—10 configuration. 
After partial termination of the above-mentioned letter of intent the 
remaining engines were added to contract AF (038) 16730 by supple- 
mental agreement N20. There was no termination cost to the Govern- 
ment under the letter contract. 

The Allison Division considers contracts ( a 33 (038) 16730 to have 
been terminated by the Air Force on October 15, 1953, for the con- 
venience of the Government. 

The Air Force advised on September 29, 1955, that the contract was 
partially terminated during 1953 by sever: al separate actions and that 
the termination charges to the Government under the contract will be 
approximately $34,500,000. 

An official of the Allison Division advised on November 8, 1955, that 
the termination charges under the contract will amount to $33,790,000 
which included the charges made by subcontractors. 

An official of the Allison Division advised on November 8, 1955, that 

fundamental lack of knowledge existed concerning large propellers 
which placed a high load on the T40—A—6 engines and consequently 
affected the stability of the aircraft. The design factors of the engine 
were not adequate and a deficiency in altitude tests was noted; how- 
ever, there was not sufficient time to correct the deficiencies in the 
engine. The official stated that the deciding factor to terminate the 
A2D-1 aircraft program occurred during a highly instrumental test 
flight when the front gearbox of an engine became disengaged and 
flew off; however, the pilot was able to make a successful landing. 
He stated that the T40-A-6 engine is no longer in development or 
production. 

The same official stated that the A2D-1 aircraft engine program 
slowed down the R3Y aircraft engine program to the extent that 
when the high altitude fuel consumption deficiency became apparent 
it was too late to correct the deficiency. He sti ated that a proposed 
correction in the T40—A-10 engine will eliminate the high altitude 
fuel consumption problem with ‘the R3Y aircraft. 

An official of the Allison Division advised on November 8, 1955, that 
the General Motors Corp. fears publicity in connection with the A2D-1 
aircraft program similar to the newspaper and congressional exposé 
of the McDonnell Aircraft Corp., F3H-1 program for which the West- 
inghouse Corp. designed and built the unsuccessful J40 jet engine. 


(C‘omment 


This unsatisfactory engine program was a contributing factor to 
the costly terminated Douglas Aircraft Co., Inc., A2D-1 aircraft pro- 
gram for which little was received by the ( Government and to the 
staggering high cost being incurred under the Convair R3Y-1, 2 air- 
craft program. The A2D-1 and the R3Y-1, 2 aircraft programs are 
set forth elsewhere in this report. 


NAVY COMMENT 


The XT40 turboprop engine development program was initiated in 
December 1945 as the result of a design study made by Allison in mid- 
1945. This engine was attractive in several typical Navy aircraft 
types because it offered good specific fuel consumption at low cruise 
powers in addition to the typical low specific weight and high powers 
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of the turboprop type. This low specific fuel consumption at low 
( ruse powers Was att: ained by oper: ation on one power section of this 
iWin power section engine. 

The X’T40 engine was selected for use in the NPSY-—1 aireraft in 
carly 1947 as the result of a competition among Allison, Pratt & Whit- 
nev, and Westinghouse. Selection was made on the basis of cost, 
performance, and scheduling. 

In mid-1947, the X’T40 engine was also selected for use in the 
NA2D-1, a carrier-based attack aircraft proposed by Douglas as a 
replacement for the AD. The XT40 was selected for this application 
on the basis of performance and scheduling and also because it used 

contrarotation propeller which was essential for a high-powered, 
~ingle-engine airplane. 

In early 1948, the X’T40 was selected for use in the XA2J airplane, 
a heavy attack aircraft proposed by North American to re repl: ice the 
A.J type. Again this selection was made on the basis of performance, 
scheduling, and overall cost to the Navy. 

As originally planned, the three aircraft types would use the same 
basic engine, the major ditference being the use of long shaft engines 
in the XNP5Y-1 and short shaft engines in the XNAZD-1 and XNA2v,J-1. 
In order to ind prototype aircraft schedules, however, the X A2D-1 
was originally equipped with interim NT40-A-2 engines and later 
refitted with the XT40—A—6 model which was also used in the NA2J-1. 
The long extension shaft model X’T40—-A—4 was used in the XN P5Y-1. 

Progress on the basic engine development program was reasonably 
satisfactory through early 1949, and after several unsuccessful at- 
tempts the 50-hour preliminary flight rating test of the X’T40-A-4 
was completed in September rage and prototype flight engines were 
delivered for use in the XP5Y-1. Considerable difficulty was en- 
countered in completing satisf: saben ground checkout of these en- 
gines, however, necessitating seve1 ‘al design changes, and the first 
flight of the NP5Y-1 was not made until Apr il 1950. 

In the meantime, considerable difficulty was also being encountered 
in completing the 50-hour test of the XT40—A-2 at Allison and in 
eround checks of this model at Douglas. The 50-hour test of the 
XT40-A-2 was finally completed in the spring of 1950 and the first 
flight of the XA2D-1 was made in mid-1950. 

Flight testing of the two aircraft types continued with numerous 
engine problems being encountered until the XA2D-1 was lost as the 
result of an engine failure in December 1950. As the result of this 
crash, all flight testing was terminated until a major design change 
involving the incorporation of an automatic decoupling device be- 
tween the engine power sections and the reduction gear was developed. 
On resumption of flight testing, however, engine problems continued 
to be encountered, necessitating continuous design revisions to the 
engine. Asa result major effort by Allison was required to maintain 
sufficient engines available for the flight-test programs and to de 
velop corrections for the difficulties encountered during flight testing. 
For this reason, further development of the basic XT40 through the 
150-hour qualification test and development of the —6 model through 
the 50-hour test was greatly delayed. 

After several unsuccessful attempts, the 50-hour test of the —6 engine 
was completed in March 1951 and first flight of the XNA2J-1 airplane 
was made in January 1952 
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Because of the delays in the program resulting from engine prob- 
lems and the lack of sufficient funds to continue the development, the 
XA2J-—1 program was terminated in the spring of 1953. 

As the result of the inability of Allison and Convair to solve exten- 
sion shaft misalinement problem, it was decided to use short shaft 
engines in the production R3Y (production version of XP5Y-1) air- 
craft. Flight testing of the XP5Y-1 was continued, however, to gain 
additional experience until the airplane was lost as the result of 
a structural failure in the elevator control system in August 1953. 

The A2D-1 flight test program continued until a reduction-gear 
failure was encountered in October 1953. Investigations after this 
failure indicated the necessity of incorporating major design changes 
in airplanes, engines, and propeller with attendant delays; therefore, 
the A2D-1 pr oject was terminated in late August 1954. 

In the meantime Allison had finally succeeded in qualifying the 
production engine in June 1954 after almost 3 years of repeated un- 
successful attempts. Mechanically the production version of the 
engine used in the R3Y-1 (T40-A-10) has been relatively trouble 
free. Propeller problems continued to hamper progress for about 18 
months; however, it appears that fixes have been evolved for all of the 
known propeller deficiencies. Evaluation of the R3Y-1 aircraft has, 
however, revealed that the engine fails to meet altitude performance 
estimates resulting in a significant decrease in potential of the aircraft. 
Changes have been developed which partially recover the engine per- 
formance deficiency, and these changes are being incorporated in the 
production engines. 

In evaluating overall performance on the T40 development pro- 
gram, it is important that it be remembered that this engine program 
pioneered the way in the application of this new type to aircraft. 
Many unpredictable problems were encountered and solutions de- 
veloped during the course of the development and flight test programs. 
Other turboprop engine programs benefited directly from the ex- 
perience gained in the T40 program, thus avoiding similar problems 
and comparable delays. In addition it is now apparent that the T40 
program was adversely affected by the following factors: 

(a2) Overoptimism on the part of Allison and the Bureau of Aero- 
nautics in estimating costs and establishing development schedules. 

(b) Introduction “of additional complications, such as twin power 
sections and contrarotation propellers, into the development of a new 
type of powerplant. 

(ce) Diversion of effort by introducing three different models early 
in the basic-engine-development program. 

(d) During crucial time in the basic-engine-development program. 
considerable effort had to be expended on maintaining a supply of 
prototype flight test engines to satisfy the requirements of three air- 
craft flight test programs. 

(e) Continuous resort to “aspirin tablet” type of fixes for develop- 
ment and flight-test problems encountered in an effort to avoid major 
delays in programs. Such action on the part of the engine contractor 
only served to increase the delays eventually encountered since these 
“quick fixes” did not solve the problems. 
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REPORT COMMENT 


McDonnell Aircraft Corp. 
St. Louis, Mo. 

This staff, during its investigation discovered the costly F3H-1 air- 
craft program during the early part of July 1955. Since the exposé 
of the McDonnell F3H-1 aircraft during the latter part of Sep- 
tember 1955, it has been a topic of numerous publications and a con 
gressional investigation with subsequent open hearings, therefore, 
only a brief summary of the findings of this staff is set forth. 

The F3H-1 was a proposed high perfor mance jet aircraft on which 
the Navy gambled and lost an estimated $173,300,000, and 5 years. 

The first production contract entered into in March 1 51 showed 
an estimated unit price of $200,000. The estimated price was sub- 
sequently increased to $38 5,000, It was later increased again to 
$775,000. The contractor proposed a subsequent increase to $1,024,200 
per airframe. 

Additional contracts were entered into with Goodyear for 100 
planes and Temco for 160 planes. Both of these contracts were 
terminated after costly tooling up at the expense of the Government, 
and an additional contract was entered into with McDonnell for 378 
planes. McDonnell delivered only a total of 58 planes out of the 
528 ordered. 

The Navy evaluated the program in January 1955 as follows: 

1. The aircraft will not be a first line, fleet service, all-weather 

fighter. 

2. The Westinghouse J40-WE-22/22A engine is very unde- 
pendable and a poor performer. 

3. Backfitting of a portion of the F3H-1 aircraft with the J71 
Allison engine for use as a missile chase plane is being considered. 
A final decision was to be dependent on the availability of ade- 
quate quantities of a qualified J71 engine. 

4. The F3H-1 looks like a fleet liability. 

The F3H-1 aircraft was one of three different aircraft designed for 
the incorporation of a Government-furnished J40 Westinghouse jet 
engine. This engine at the inception of the airframe production con- 
tracts was an unproven engine. The Westinghouse J40 engine pro- 
gram is set forth elsewhere in this report. 

Failures and changes in the Westinghouse J40 engine required 
McDonnell! to redesign, rework, and retest various sections of the air- 
craft. Also various and sundry engineering defects in the airframe 
had to be corrected. A complete new wing structure had to be de- 
signed and installed which necessitated the redesigning of the aft 
and center fuselage structures. The Government-furnished rada1 
proved to be unsatisfactory and had to be replaced by another model. 
The fire-control system was also unsatisfactory whic +h necessitated the 
redesigning of the airframe nose in order to install an alternate sys- 
tem. All of these changes wasted time and skyrocketed costs. 

It appeared to some officers that this aircraft was a failure 2 years 
prior to complete termination of the contract; however, Navy policy 
permitted the contractor to pile up additional expense while the mat- 
ter was presumably being considered. 

A rear admiral, who was Deputy and Assistant Chief of the Bureau 
of Aeronautics until his retirement on June 30, 1955, was interviewed 
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m September 28, 1955, in his new capacity as vice president in charge 

of procurement a the MeDonnell Aircraft Corp. He advised that 
the FSTH-1 is a flyable aircraft and that its described underpower is 
attributed to its characteristics in altitude flight over 35,000 feet. 

The chief test pilot of McDonnell Aircraft Corp. was interviewed 
later in the same day and in the presence of the above-mentioned in- 
dividual. The chief test pilot, who had logged 220 hours in test flights 
on the F3H-1, stated that, in his opinion, the aircraft should be perma- 
nently grounded and no attempt should be made to fly the aircraft in 
the future. He advised that the F3H-1 would give the fleet and 
McDonnell nothing but trouble. At this point the vice president in 
charge of procurement made a hasty departure from the room. 

To further substantiate the above- mentioned opinion of the MeDon- 
nell’s chief test pilot, early January 1956 issues of Washington news- 
papers carried photographs of F3H-1 aircraft being towed through 
the streets of St. Louis en route to barges. The aircraft were to be 
transported to various locations for future use in the ground training 
of personnel. 

Westinghouse Electric Corp. J40 series jet-engine program 

The costly failure of the Westinghouse J40 engine series was 
included in the congressional investigation of the McDonnell Aircraft 
Corp. F3H-1 aircraft program. The F3H-1 aircraft was but 1 of 
3 alveraft production programs affected by the J40 engines; therefore, 
a brief summary of the overall engine program is being set forth. 

Contract NOAS 10385 was let to Westinghouse for 231 J40 series jet 
engines, costing $ $51,586,581. 

A high-ranking Nav Vv civilian employee stated that production was 
started on this engine before research and development completion. 
The Navy not only went into production on an undeveloped engine 
but also let production contracts on three different airframes for 
use with this engine. The airframe contracts were all terminated 
after considerable cost. 

Westinghouse originally guaranteed certain engine performance 
which it was never able to meet, The engine was derated several times 
because of reduced thrust, increased fuel consumption at all speeds, 
weight increase, and bulk (size) increase. 

The same official stated that a part of the difficulty was lack of 
know-how by Westinghouse and also that they had a bad labor 
situation. He said investigations had been conducted in the West- 
inghouse plant concerning “possible sabotage in connection with the 
engine. 

Extra high cost was incurred because normally research and devel- 
opment costs rise until production starts, then it drops off sharply 
with only research and development cost being incurred to clear up 
small defects. On this contract, however, research and development 
cost did not drop but continued at high level throughout the life of 
the contract as Westinghouse tried to produce spec ification engines. 

The same official admitted that the engine was a complete failure. 
Even so, the contract was terminated for ‘the convenience of the Gov- 
ernment and not for default. The last 38 engines were accepted un- 
completed at 89 percent of contract price, 41 additional engines were 
completed and accepted at 100 percent of price, the only savings being 
a waiver of complete testing. They have an ex xpected life of 5 to 6 
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hours and are permanently grounded. They may be used for experi- 
mental work by the Bureau ‘of Ships and also in guided missiles. 

When asked why the contract was not termin: ated for default, high 

ranking officials stated that there would be difficulty in determining 
the degree of responsibility of contractor versus responsibility of the 
Government; also that damage charges incurred by the Government if 
charged back to the contractor would close up the plant and cost the 
Navy a source of supply. 

Another official stated that they always attempted to terminate for 
the convenience of the Government with a no-cost settlement as default 
cases were always appealed to the Contract Termination Review Board 
in the Pentagon and the Navy could not win. 

The Westinghouse Electric Corp. had submitted an interim claim 
under the contract in the amount of $352,165 as of August 29, 1955. 


NAVY COMMENT 


The development of modern highly complex airplanes normally ex- 
tends over several years during which time separate companies develop 
in separate plants, new engines and new airframes. As you will ap- 
preciate, the development rates of the airframes and engines are not 
necessarily uniform and under normal conditions the de .velopment of 
a successful engine is a condition precedent to the actual relation of 
the engine to a particular airframe. 

In the case of the F3H airplane, work on airframe design actually 
began in 1948, starting with the XF3H prototype. (The letter “X” 
is the designator for an experimental model aircraft.) This prototype 
airplane was being engineered to accommodate the J40—8 engine then 
being developed by the Westinghouse company. W estinghouse had 
already developed a successful J40 engine and there was every indi- 

cation that the J40-8 engine would also develop successfully. West- 
inghouse was also engaged in preliminary studies of an advanced, o1 
high thrust, version of this same engine, to be known as the J40-10. 

The impetus of the Korean situation forced an acceleration of plan- 
ning development of the F3H-1 and orders for the airframe were 
actually placed with McDonnell Corp. in January 1951. It was both 
reasonable and logical at that time to relate the new airframe to the 
J40-10 engine, particularly as at least a year’s time would elapse before 
the engine would be required for incorporation in the airframe. 
Under normal conditions, the J40-8 engine would have been thor- 
oughly tested in the XF3H, and the J40—-10 engine itself would have 
been subjected to exhaustive tests, before final relation of the latter 
engine to the F3H-1. The airframe developed according to schedule, 
but, by the end of 1951 serious doubts were entertained that the J40-10 
engine would ever materialize. In the meantime the XF3H airplane 

with the J40-8 engine had been flown successfully in August 1951. 

By early 1952 the airframe was well along in development, but the 
J40-10 engine was still undeveloped. We were then faced with an 
urgent requirement for a fighter plane in Korea for which we had a 
flyable airframe, but no engine. With the successful flight of the 
XF3H airplane with the J40-8 engine, it was decided to equip a mini- 
mum number of F3H-1 airframes with the J40-8 engine, to be back- 
fitted with the J40-10 engine when available. While the J40-8 was 
known as the low thrust engine, this was only in comparison to the 
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J40-10 engine. The thrust developed was entirely adequate for the 
airframe, although it necessarily did not produce the performance that 
had been expected from the J40-10 engine. Particularly valuable 
aerodynamic data were accumulated during the extensive flight-test 
program conducted with the J40-8 equipped airplanes. These data, 
which could be obtained in no other way, provided essential informa- 
tion for further development. 

The difficulties with the J40-8 engine arose later, when, with the 
accumulation of flight time, certain mechanical deficiencies were noted. 
Thrust bore no relationship to these deficiencies nor to the crashes that 
occurred, although some of the crashes were due to mechanical failure. 
The airframe contractor could not be held responsible for this mechani- 
‘al unreliability. 

As you realize, military aircraft and military flying, particularly the 
test phases, inherently cannot have the safety of commercial transport 
flying. The work is risky by its very nature and we work diligently to 
make it as safe as possible. 

In November 1952 the Navy was able to initiate procurement of the 
then partially developed Allison J71 engine, and a decision was made 
to modify the F3H-1 airframe to accommodate it as soon as possible. 
At the same time, it was decided to continue development of the J40-10, 
as a back-up, in case of difficulties with the J71. The J40—-10 never 
did materialize, and the development was terminated in September 
1953. The modifications incident to the J71 were completed, and the 
engine installed in the 61st airframe on the production line. Produc- 
tion of the airframes had, of course, been decelerated, so that only a 
minimum number had been produced while the design changes were 
being engineered and incorporated in production airplanes. These 
F3H-1 aircraft. referred to in recent newspaper stories, were still, at 
that time, actually prototyped to take the J71 engine, and the balance 
will now be used, not for the original purpose, but for necessary and 
important ground test and technical training programs. 

Risks of the kind illustrated here must be taken to try to procure the 
most advanced type of weapons to give the required superiority over 
our potential enemies. Fate is not so kind that we will always be 100- 
percent successful in our development programs. In the case of the 
F3H-1, the end result, the F3H-2, is an airplane of advanced design 
and good performance. 

The Chief of the Bureau of Aeronautics has advised Westinghouse 
that the J40-22 and J40-22A engines were unreliable, when used in 
aircraft, a position with which Westinghouse does not concur. These 
were engines for the F3H-1 aircraft and numbered 107. Under the 
terms of the contract certain of these engines, those delivered in cal- 
endar year 1955, are subject to repricing. Consideration will be given 
to this matter in negotiations to be conducted during the second 
quarter of this year. Apart from the engine problem in connection 
with the F3H-1 aircraft, tests have shown that there were deficiencies 
in the aircraft which deficiencies were not the reason for discontinuing 
production. 

McDonnell has been notified of these deficiencies and the matter 
will be taken into account at the time of repricing pursuant to the con- 
tract terms which repricing is expected to occur in early calendar year 
1957. 
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The cost of the 58 F3H-1 airplanes are as follows: 


Airframe costs $80, 644, 000 
I 8 OE neem antieteiemenclet cuales Se a ase 22" 257, 000 
ne “ON, fg 8. 5k eee sa selaped we alibi 13, 302, 000 


116. 203, 000 
REPORT COMMENT 


Chance Vought Aircraft, Ine. 

An example of the difficulty and waste in production contracts in 
the attempt to mass produce aircraft before research and development 
is completed is set forth in the 1954 published financial report of 
Chance Vought Aircraft, Inc. : 


The principal production project in the year 1954 was the Navy’s model F7U-3 
Cutlass, a twin-jet, carrier-based fighter aircraft. From the beginning the Cutlass 
program has been beset by delays and development problems of the engines which 
an engine manufacturer is furnishing for these airplanes. During the year 1954 
it became apparent that the task of introducing a carrier-based fighter of radical 
design such as the Cutlass with the severe handicap of an unsatisfactory power- 
plant was beyond realization under the schedule ordered by the Navy. Accord- 
ingly, the program was reduced in January 1954, and two important schedule 
stretchouts were effected during the year. It is expected that the Cutlass and its 
engines will be subject to development problems throughout part of the year 1955. 

In November a production order with a contract value of almost $70 million 
covering 96 model A2U-1 twin-jet aircraft, the attack version of the Cutlass, was 
canceled by the Navy. The development and supply by an engine manufacturer 
of a new and improved engine model required for the Model A2U-1 airplane was 
unacceptably late and therefore the Navy found it necessary to cancel the engine 
program. No suitable alternate engines were available. This production pro- 
gram was originally scheduled for delivery during the years 1955 and 1956. 
[ Nore.—Italics supplied.] 


NAVY COMMENT 


1. The original contract for the F7U-38, dated August 1950, specified 
J46 engines. First flight was ace omplished in December 1951 with 
Allison J35 engines installed. However, early in the design, the 
F7U-3 was irrevocably committed to J46 ‘engines and the J35’s were 
acceptable only for initial slow speed flight- test work, 

2. During the period April 1951 to August 1953 various compromise 
ees of the J46 were lores and considered and in November 


1953 the J46-W-8B was established as the best engine that could be 

made available even though not entirely satisfactory in fuel consump- 
tion rates or altitude stall characteristics. 

3. Acceptable J46 engines were originally planned for July 1951 
and finally received in August 1953. Production F7U-3 aircraft were 
delivered on September 26, 1953, some 24 months behind schedule, 
primarily bec ause of engine development problems. 

4. The F7U-3 encountered numerous aerodynamic and structural 
problems which contributed to an overall delay of approximately 3 
years in this program. However, engine development delay was the 
predominant factor. 

5. This airplane has been delivered to the fleet and now is deployed 
in fleet squadrons. 

6. The A2U was initiated in December 1952 as an attack version of 
the F7U-3 and was to have been powered with J46-WE-18 engines. 
In October 1954 it became apparent that the version of the J46—-E-18 
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engine required for this airplane would not be available on schedule 
and in November 1954 production of all A2U’s was terminated. No 
aircraft were actually produced or delivered. 


WEAKNESS IN CONTRACT ADMINISTRATION 
REPORT COMMENT 


The prime contractor’s position in price redeterminations with sub- 
contractors or contractor-furnished equipment requires policy clari- 
fieation. The policy vacuum in which prime contrators and the Gov- 
ernment’s contract administrative officers work is exemplified in the 
ae contracts: 


The Glenn L. Martin Co. 

Subcontracts with Allison division of General Motors Corp., 

Indianapolis, Ind. 

Prime contract No. NOa(s) 53-455-C 

Subcontract No. 53-21400-CP 

Navy Contract No. NOa(s) 53-455-C, dated October 31, 1952 covers 
the purchase of XP6M1 (Seamaster) aircraft. The contract is of a 
cost-plus-fixed-fee type and as of June 30, 1955, amounted to $39,345,- 
570. These aircraft were purchased under the contractor- furnished- 
equipment (CFE) concept of procurement, whereby the prime con- 
tractor (Martin) procures the engines required in the manufacture.of 
the aircraft rather than having the Government furnish them. The 
contract stipulated that Martin was to receive a fixed fee of 7 percent 
of the estimated costs to produce the aircraft, exclusive of engines. 
It further stated that the Martin firm was to receive a fixed fee of 
6 percent of the estimated engine costs. 

Examination of the contract file reflected that on May 12, 1953, the 
Martin firm issued subcontract No. 53-21400-CP to the Allison divi- 
sion of General Motors Corp. covering the procurement of engines 
for use on the model XP6M1. 

This subcontract provided for redetermination of price and Allison 
agreed to substantiate total experienced and prospective costs under 
this contract to any authorized agency of the Government. 

By letter dated February 22, 1955, the Martin Co. requested assist- 
ance from the Bureau of Aeronautics representative (BAR) at the 
Martin plant in the matter. The contractor forwarded to the BAR a 
letter from Allison dated December 20, 1954, reflecting the experienced 
unit costs on the first engines manuf: 1ctured and proposed unit prices 
on the remaining engines. The contractor also furnished to the BAR 
an audi report prepared by the Air Force Auditor General’s Office 
reflecting costs incurred by the Allison firm from the time work com- 
menced on the Martin subcontract through November 30, 1954. 

The Martin letter of February 22, 195 55, informed the BAR that 
Allison had agreed under the subcontract to substantiate prospective 
cost s to any authorized agency of the Government inasmuch as Allison 
Corp. policy prohibited the furnishing of this information to a com- 
mercial customer, in this instance, Martin. 

The contractor’s letter stated that since it was impossible to nego- 
tiate the subcontract without such supporting information, Marin 
was requesing the BAR to aid in the negotiations. The contractors 
sugested that arrangements be made with the appropriate Govern- 
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ment agency so that joint negotiations could be conducted between 
the Government, Martin, and Allison. 

It was further requested that the Government obtain from Allison a 
cost breakdown covering estimated prospec tive charges from Novem- 
ber 30, 1954, to the completion of the subcontract as well as the neces- 
sary information to support the charges. 

Examination of the contract file reflected from March 2. 1955, 
numerous communications were exchanged between the BAR 
(Martin) the BAR (Allison) and the AFPR ( Allison) relative to 
this matter, since the ‘Allison firm was producing engines for the Navy 
and Air Force under direct Air Force contracts and cognizance. The 
contract file further reflected that by letter dated June 27, 1955 the 
BAR (Martin) advised the contractor, in part, as follows: 

After a thorough investigation of every possible means of furnishing the 
assistance requested, it has been determined that this office is not in a position 
to comply with the request of The Glenn L. Martin Co. The contractor is there- 
fore instructed to conduct the required price redetermination to the best of his 
ability. 

It is to be noted that the BAR’s letter is dated June 27, 1955, and 
the contract file reflected the 18th and last engine was delivered to 
Martin in May 1955. 

The file reflected that on July 29, 1955, Martin forwarded to the 
BAR, Martin Supplement No. 8 of the Allison subcontract reflecting 
the finally redetermined prices to be $5,130,000 (which included Alli- 
son’s 914 percent profit on selling price). Martin pointed out that the 
original Allison proposal which was made February 9, 1955, was in 
the amount of $5,205,100. The contractor advised that during the 
negotiations Allison furnished much more extensive cost-supporting 
information than the firm had previously stated they would furnish 

and therefore Martin was able to conclude the negotiations on a 
sounder basis. 

The contractor also informed the BAR that in the negotiations con 
sideration was given to the information contained in the AF auditor’s 
report covering Allison costs on the subcontract from its inception up 
to November 30, 1954. Martin pointed out that labor, burden, gen- 
eral, and administrative rates and profit rates which had been nego- 
tiated between the AF and Allison for the years 1954 and 1955 were 
utilized in the negotiations since the engines delivered to Martin were 
comparable to those being produced by Allison for the Air Force dur- 
ing the aforesaid years. 

The file reflected that the final price of the engines was considered 
acceptable by the Bureau of Aeronautics. 


Letter of intent No. NOa(s) 55-535 
Subcontract 55-5888 

Examination of files in the BAR office of the Martin plant reflected 
that on July 28, 1955, the Martin firm forwarded to the BAR a copy 
of subeontract No. 55-5888, dated July 22, 1955, covering the procure- 
ment of 48 engines from the Allison division of the Gene ral Motors 
Corp. These engines were purchased in connection with the Navy’s 
Letter of Intent No. NOa(s) 55-535 dated January 28, 1955, as 
amended November 22, 1955, covering the procurement of 6 model 
P6M1 aircraft from the Martin firm in the amount of $93,504,625 
These aircraft were purchased under contractor-furnishe ,d-equipment 
concept of procurement. 
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This subcontract, which was subject to price redetermination, was in 
the amount of $12,636,000. It covered the procurement of 48 model 
600 B40 engines at $262,000 each and modification of one engine to 
be furnished b »y Martin at a cost of $60,000. Pending further authori- 

zation by Martin, Allison was to limit its expenditures to $100,000 in 
the period July 22, 1955, to September 7, 1955. 

Clause 3 of the subcontract provided three alternative ways in which 
uae of prices could be accomplished. In general they 
are: 

1. If subsequent to execution the Government agreed to conduct 
the redetermination then the contract price would be redetermined 
by Allison we the Government; Allison to provide cost data 
required by the Government 30 days after the end of the month 
in which the ninth engine was delivered. 

2. In the event redetermination was not accomplished under 
(1), it was agreed that the redetermination price of model 
600B-38 engines produced by Allison for the Government would 
be used as a base price, giving consideration to the differences be- 
tween it and the model 600B—40 engines produced by Allison for 
the Government. The prices of the differences being negotiated 
by Martin and Allison with cost data being supplied to Martin 
30 days after the end of the month in which the ninth engine was 
delivered. 

3. In the event the price redetermination could not be ac- 
complished under (1) or (2) it was agreed that 30 days after 
the end of the month in which the ninth engine was delivered 
Allison would submit to Martin a breakdown of the costs incurred 
which would be subjected to audit by the cognizant audit agency 
and an estimate of costs expected to be incurred in the perform- 
ance of the contract. It was agreed that Martin would accept any 
agreements reached by Allison and the Air Material Command 
affecting costs of common nature which would be applicable to 
the contract, such as labor rates, material costs, overhead, and so 
forth. It further stipulated that any curtailment or stretch-out 
in the model 600B-38 contract would result in further negotiations 
of price of the model 600B-40 contract. 

The contract file reflected that on August 3, 1955, the BAR (Martin) 
forwarded to the Bureau of Aeronautics subcontract No. 55-5888 in 
the amount of $12,636,000 and pertinent documents relative to the final 
price redetermination of subcontract 53-21400-CP in the amount of 
$5,130,000. 

The BAR called —, to the amount of instant contracts which 
totaled $17,766,000. He also called attention to the aspect of ex- 
cessive profits since ‘ the prime and the subcontractor derived 
profit from the engine procurement. He pointed to the availability 
to the Bureau of Aeronautics of procurement costs of similar engines 
being procured by the Air Force and requested the Bureau of Aero- 
nautics to approve the subcontract or assist him in doing so. 

The contract file reflected an undated reply from the Bureau of 
Aeronautics indicating the price of $5,130,000 was considered ac- 
ceptable relative to the one subcontract and also authorizing the BAR 
to approve subcontract 55-5888. This communication also stated that 
due to a termination by the Air Force of certain production at Allison 
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the total price set forth in subcontract 55-5888 would be increased 
by $3 million, which was considered acceptable, under the circum- 
stances, by the Bureau of Aeronautics. 

This letter also stated that the subject of fee on subcontract 55-5888 
had been discussed with the Martin Co., and it was determined that 
the firm would consider negotiating a lower fee in view of the magni- 
tude of this subcontract. 

Representatives of the Bureau of Aeronautics advised that on 
October 13, 1955, the Martin firm made its most recent proposal to the 
Navy covering the procurement of 6.6 model P6M1 aircraft which 
represents 6 planes with spares. They further advised that the 
contractor estimated the cost to be approximately $102.7 million and 
fixed fee to be approximately $7.2 million, or a total estimated cost 
plus fixed fee of approximately $109.9 million. Included in this 
proposal were cost data relative to the engine costs for the aircraft 
involved. The proposal indicated the total estimated cost to be 
$16,465,050 with a fixed fee of 7 percent making the total estimated 
cost of the engines and fixed fee $17,617,603. On December 15, 1955, 
a representative of the Bureau of Aeronautics advised that he had 
discussed the matter of the Martin firm accepting a lower fee with 
respect to the engine phase of the procurement. He stated that 
Martin agreed to negotiate a lower fee in this negotiation but that no 
stipulated percentage figure had been established as yet. This repre- 
sentative also indicated that since the contract had not been formalized 
he could give no estimate as to what amount this fixed fee would be 
relative to the engines. He stated the Navy’s policy is that profits 
would be reasonable. The point was raised with him by the staff 


as to whether the Bureau of Aeronautics had established any policy 
as to who would negotiate the redetermination of price for subcontract 
55-5888. He stated it was Navy policy for the prime contractor to 
negotiate subcontracts; however, if certain information came to the 
attention of the Navy which indicated that it would be advantageous 
to the Government to participate in the negotiation the Navy would 
decide the problem when it was raised. 


Comments 

It would appear that prior to placing of a subcontract under the 
“contractor furnished equipment” type of procurement that nego- 
tiating procedures should be established to determine specifically the 
following: 

Whether the prime contractor or the Government is to con- 
duct the price redetermination or whether the Government would 
assist in the matter. 

. Inthe event the Government does not assist in price redeter- 
mination, whether the subcontractor will provide adequate cost 
data to the prime at a specified time during the production period 
of the subcontract to insure that the price can be negotiated 
timely and equitably. 

As stated previously, the Martin firm requested Governme nt assis- 
tance in the negotiating of the Allison contract on February 22, 1955, 
but was not advised that this assistance would not be tn ene until 
June 27, 1955. Since the Navy and Air Force have representatives 
stationed at both the Martin and Allison plants, it would appear that 
this matter could have been resolved at an earlier date. It further 





308 


appears that when a subcontract is of the type that calls for final price 
revision prior to its completion, certain bargaining advantages are lost 
by the buyer if price negotiations are delayed until after produc tion is 
completed. 

It is puzzling to the staff, in view of the history of subcontract No. 
58-21400-CP that subcontract No. 55-5888 would be issued and ap- 
proved without a specific commitment from the Government as to 
whether it would or would not negotiate price redetermination in the 
matter. There does not appear to be any good reason for the delay in 
the resolution of this problem. 

Another factor that appears pertinent to the stalff is the aspect of 
excessive profits on multimillion dollar subcontracts. Under the con- 
tractor-furnished-equipment concept of purchasing aircraft with the 
prime contractor furnishing the engines, both the prime and the sub- 
contractor derive profit from the engine procurement. It appears to 
the staff that certain economies and efficiencies would result if the 
Government established a specific policy as to the rate of profit the 
prime contractor would be allowed with respect to those costs incurred 
in the furnishing of engines or other high value components under 
the contractor-furnished-equipment concept of procurement. 


NAVY COMMENT 


The basic intent of the weapons system, or contractor-furnished 
equipment, type of procurement is to place a maximum of management 
responsibility of the prime contractor, and to exact from him a guar- 
antee that the final plane-weapon system will perform in accordance 
with specification provisions. 

To enable him to operate under these conditions, it is essential that 
he be given the greatest latitude possible in the engineering, develop- 
ment, management and a ocurement of subex mtract items that go into 
his end produc t. The Government reserves the right to examine his 
costs, and his subcontractors costs, at any time, to insure that prices 
being paid are reasonable and do not exceed those which would be 
allowed if the Government were the prime contractor instead of the 
airframe contractor. 

In the case cited wherein Martin requested that we secure certain 
audit data from Allison, which the latter had refused to furnish direct 
as material not available to other commercial concerns, we refused for 
the following reasons: 

(1) The information necessary to Navy would be forthcoming at the 
appropriate time. 

(2) To require the information in advance of the appropriate time 
might elicit inaccurate information. 

(3) The acceptance of the inaccurate data might prejudice our right 
to redetermine allowable costs at a later date. 

(4) The responsibility was Martin’s not Navy’s 

As a matter of record, all data necessary for a proper evaluation 
by Navy was received, in due course, through normal channels. 

It should be known that Navy auditors frequently assist contractors 
by performing subcontract audits in those instances in which a com- 
pany is unwilling or refuses to allow a competitor to examine his 
accounting records. We recognize this as a normal reluctance and our 
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experience has been very satisfactory. Even under this arrangement, 
however, the prime contractor is not relieved of his responsibility. 

The staff recommends the establis hing of a specific policy as to the 
rate of profit the prime contractor would be allowed on subcontracted 
high value components. We clisagree with this concept. No specific 
policy as to rate of profit is practical in this area any more than in 
setting the profit rate of the prime contract. Gur negotiators evaluate 
this element consider! ing the overal] profi trate. 


CASE STUDIES——-PRATT & WHITNEY 


REPORT COMMENT 
ers 

Unrealistic target prices in Navy incentive fixed price contracts 
caine to Pratt & Whitney showing actual costs belows target 
costs by approximately $16.5 million for engines produced for the Air 
Force and Navy during the year 1954. This resulted in the contractor 
receiving additional profits of approximately 54.1 million since under 
the terms of the contract Pratt & Whitney shared 25 percent of the 
“savings.” the “savings” being the amount that actual costs are under 
target costs. 

Failure to fully utilize audit advice by the Navy’s een price 
revision negotiators was a contributing factor in the establishment of 
the unrealistic targets and also resulted in the contractor aceruing 
additional profits for the year 1954. 

sae & Whitney shipped 4 model J-—57 jet engines to Boen 
Airpl: ine Co. in 1953 for experiments in commercial aircraft. T! 
major } aa of these engine costs were disallowed by Navy 
tiators. In 1954 four additional model J—57 jet engines were shi 
to Boeing Airplane Co. at a title price of $1 and Navy negoti 
records dise ‘los ed all costs were ie by th e (,ove rnment. 
ever, as a result of the staff's inquiry the Navy changed its 1 
records to show disallowance of the major portion of 1 t 
allowance of an identical amount of other costs previously do 
in the negotiating records as disallowed. Prior to changing 
tiating records Navy negotiate rs attempted to justify t} 
of the jet engine costs when il terviewed by staff investigators. 

The Air Force accommodated an Whit ev by loa 
company, during 1954, 3,900 cylinder assemblies for delivery 
mercial customers. Increased product ion costs val $161.00 
ment and return of these assemblies to the Air Force 
the Navy as a cost co Government business during : 
Materiel (‘command s ated under date of May 15, 1955, * 
Force would make future loans only when no additi 
direct or indirect are to be incurred by the Governme 
such loans.” 


NAVY COMMENT 


I 
Vv it 1a negotiation. shortly after the close of e: 
final prices for engines and parts delivered duri1 


7 ° . . 
At the same negotiation, target costs, target proi 


joe ‘ aes , 
As is shown in the staff report. this is an annual incent 


Sed ae , ‘ 
eeiling fe or e@! oines Al id narts sc} eduled tor lelive 


vear are newt tiated. 
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The negotiated target costs applicable to 1954 deliveries were $242 
million and the contractor shared in any savings under the target, 
or overages up to the ceiling, by 25 percent. The actual costs reported 
by the contractor and as listed in the staff report was $225.8 million. 
Not shown in the staff report is a further reduction, through negotia- 
tion of final prices, which brought these negotiated costs down to 
$221.3 million. This was a total of $21 million under the target rather 
than the difference of $16.5 million carried in the report. The staff 
study attributed the difference of $16.5 million in part to unrealistic 
target pricing. 

In fact, $13.1 million of the $21 million reduction occurred in the 
direct cost of materials. In the preceding year, the Pratt & Whitney 
estimates of material cost had been quite accurate and their esti- 
mates, as negotiated, seemed reasonable as a projection for 1954. 
In late 1953 this company made a substantial reorganization of its 
purchasing department, and carefully reviewed, as to a great many 
items, whether such items could be more efficiently manufactured by 
Pratt & Whitney or purchased elsewhere. As a result of this review, 
it was decided that a number of items previously made by the con- 
tractor should be bought from others and vice versa. Our analysis 
and appraisal of this reduction, based largely on audit comment, leads 
us to the conclusion that the savings were accomplished primarily 
through improvements and increased efficiency in the company’s man- 
agement of material. Hence, it is demonstrable that this $13.1 million 
of the reduction did not stem from “unrealistic targets” but from 
increased contractor efficiency. To this extent, the incentive contract 
served its purpose and the Government recovered 75 percent of this 
$13.1 million or nearly $10 million. 

As to $8 million making up the remainder of the $21 million reduc- 
tion, only 3 million is challenged by the staff as resulting from an 
“vnrealistic target.” This is the amount by which the contractor’s 
labor costs in the target exceeded the actual costs. As to this labor 
rate, it is now clear in retrospect that, as indicated in the staff report, 
the projection suggested by the auditor would have been more acenrate 
than the rate actually negotiated. This accounted for $3 million of 
the reduction of $21 million. It should not be concluded that inade- 
quate attention was paid to audit advice, that there is any lack of 
cooperation between negotiators and auditors, that the inclusion of 
this labor rate was erroneous, or that the target was thereby rendered 
unrealistic. 

The subject under negotiation was a future labor rate for which 
there can never be audit proof in advance. In fact, audit forecasts 
of this type, being based on projections of past experience, are not 
expected to turn out to be accurate except to the extent that they are 
adjusted by negotiation to accommodate projected changes in the 
operation of the business or in the manner of performing the contract. 
The auditor’s comments had been carefully studied and he partici- 
pated during the negotiation. Nevertheless, the contractor convinced 
the Government negotiators that, because of anticipated changes in 
the labor content of its contracts, the projection it proposed was likely 
to be more accurate than that suggested by the auditor. In such situa- 
tions there are times when the auditor’s projections turn out to be 
correct, as here, and there are other times when audit projections are 
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equally far from the final cost. Therefore, the negotiated labor costs 
was, in our judgment, perfectly proper and should not be described 
as unrealistic. 

In addition, it should be reiterated that the staff’s claim that there 
are unrealistic targets in Navy incentive contracts is not documented 
elsewhere in this report. It is also important to note that the amount 
claimed to be unrealistic in this target is $3 million in a total target 
of $242 million. In other words, the conclusion that there are un- 
realistic target prices in Navy incentive contracts appears to be based 
on a judgment taken from hindsight with respect to just over 1 percent 
of the total target price in one Navy contract. 

With respect to the staff’s comment that the target included engines 
at a higher rate than their actual cost in the preceding year, it should 
be pointed out that many more different models of such engines were 
to be made in 1954 than were made in 1953. The engineering com- 
plexity introduced by the production of a variety of new models, 
coupled with a modest rise in the material index and the use of new 
and improved materials, made this increase in the target reasonable 
in our judgment. It should be emphasized that the principal reasons 
this increase did not occur were efficiencies introduced by the manage- 
ment of Pratt & Whitney. 

The staff also commented on an apparent allowance, in the final 
price determination, of $161,000 with respect to certain cylinder as- 
semblies and $329,000 with respect to J-57 engines shipped to the 
Boeing Airplane Corp. Both of these cost elements were discussed 
in the negotiations of the final price. In arriving at this final price 
the contractor’s proposal was reduced by $414 million by the negotia- 
tion of a lump-sum final settlement. Many subaccounts were dis- 
cussed and the negotiation and review thereof were on the basis of 
overall reasonableness. The allocation of the negotiated reduction of 
$414 million to specific subaccounts was for Navy interal documenta- 
tion only. The assignment of lump-sum negotiated savings to specific 
accounts for the purpose of documenting negotiatings is necessarily 
somewhat arbitrary and may be unnecessary (see comment in page 
72 of the main procurement study). The contractor may assign these 
reductions to other, different subaccounts. Nevertheless, the questions 
raised by your staff in November 1955 with respect to the J—57 engines 
led to later discussions between various Navy personnel who had ‘been 
present at the original negotiation. These Navy personnel, other than 
the negotiator, remembered that the costs relative to these engines 
had been discussed in the negotiation and that the contractor had 
been told that they were to be excluded. They convinced the negotia- 
tor that his documentation had been faulty in not showing these costs 
as beingexcluded. Accordingly, in January of this year, he submitted 
through his channels an official correction of the record of the negoti- 
ation. Thischange did not affect the price which had been negotiated. 

The staff report comments on the allowance as a cost, in the final 
negotiation, of $161,000 with respect to cylinder assemblies which 
had been borrowed from the Air Force. This contractor had cer- 
tain commercial commitments which it would, in normal course, have 
manufactured in its East Hartford plant. The Government was 
anxious to get this work out of the East Hartford plant to make 
room for jet engine production. The contractor agreed to discon- 
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tinue making these cylinder assemblies in East Hartford if the 
Government would lend him available Government-owned assemblies 
so that he could meet commercial commitments. This was done. 
Thereafter assemblies to replace those which were borrowed were 
manufactured in Canada at a cost which exceeded the original cost 
of these assemblies by $340,000. In the final negotiation we agreed 
to the acceptance of $161,000 in overhead as an equitable sharing, 
since the increased cost had been occasioned largely by our desire 
to get this production out of East Hartford. 

Accordingly, the criticism of the final negotiation contained in the 
staff report is directed toward a total of "$490, 000 which the staff 
thinks should not have been allowed in the final price. This is 
approximately two-tenths of 1 percent of the finally allowed costs 
of $221 million. As to the $490,000, we have concluded that $329,000 
was not allowed and the remainder of $161,000 was properly allowed. 

Summarizing, this contractor produced engines which we had ex- 
pected would cost $242 million for $221 million. All of the evidence 
indicates that this reduction was brought about largely through good 
management operating under a contract that provided an incentive for 
cost reduction. Of the $21 million reduction, the Government recov- 
ered $1534 million and the contractor $514 million. This addition to 
profit, coupled with the basic target profit contained in the contract, 
permitted the contractor to earn a total profit of 10.9 percent of the 
selling price or 12.2 percent of his costs on the engines delivered on 
this contract. This company has the best production record of any 
of our aircraft engine manufacturers. 


REPORT COMMENT 
Case vy 


Failure by Air Force and Navy Department to exercise elementary 
controls in the production of critical military weapons * * * 


NAVY COMMENT 


In 1954 the Air Force 1 requested the Navy to look into a reported 
ln of J-57 engines by Pratt & Whitney to the Boeing Airplane 
Co. Investigation by the Bureau of Aeronautics representative, East 
Hartford, developed the following situation : 

(2) On August 26, 1952, Pratt & Whitney had agreed to supply 
to the Boeing Airplane Co., 4 installation J-57 engines plus 2 spare 
engines for a prototype jet military tanker which they desired to 
build on their own responsibility, anticipating an Air Force require- 
ment. The commercial designations for these engines is the JT—3P. 

(4) Engines were shipped without the knowledge of the Bureau of 
Aeronautics Representative. 

(c) Seeurity prec autions had been taken by Pratt & Whitney 
with the Boeing Co. to safeguard classified material. 

(7) There was no delay in furnishing engines to the Navy or the 
Air Force. 

2. The investigation pointed up a lack of clear-cut policy concern- 
ing release of classified information and engines by the military for 
commercial operation. The Department of Defense has now issued 
Department of Defense Directive 5230.10 on July 22, 1955 which 


a ed 


establishes a policy on the phased release program for aircraft gas 





363 


turbine engines for commercial operation. This should effectively 
provide adequate security of United States jet engine development 
and at the same time materially assist the jet engine manufacturers 
in their planning with commercial interests. 

3. It should be emphasized that this incident did not result in 
any diversion of Government-owned engines, did not delay delivery 
of engines to the Government, did not result in any increased cost 
to the Government, and did not result in any breach of security. 
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MITTEE ON APPROPRIATIONS, ON Frepruary 21. 1956 


Mr. Chairman, we have looked forward to the opportunity of dis 
c ussing with you those portions of the re port, prep: red by: your surveys 
and investigations staff, which ie rtain to the Air Force. In order to 
conserve the committee’s time, 1 plan to avoid going over the ground 
already covered by Assistant Secretary Pike. Instead, we have pre 
pared, and are submitting to your committee, detailed statements 
responsive to the more significant criticisms in the re port directed 
at the Air Force. I believe you will find that these statements cover 
such areas adequately. I would like, however, to make a few brief 
comments. 

We sincerely regret that your staff feels its work was impeded 
through lack of assistance or cooperation by the Air Force. From the 
outset, we regarded this project as one which would be mutu ally bene- 
ficial. We set out with the firm intention of assisting your people 
wherever possible. To this end our personnel devoted tremendous 
amounts of time to digging out and collecting the material desired by 
the committee staff. We did not require advance notice of visits by the 
staff; we waived the requirement of written formal requests for docu- 
ments; conferences were never refused: we permitted committee staff 
members to borrow files on a most informal basis. When the commit- 
tee staff indicated a special need for certain documents, we worked 
weekends, including the Christmas and New Year weekends. We did 
not have our legislative liaison people accompany the committee staff 
on field visits, nor were our legal personnel] present at interviews con- 
ducted by the committee staff. I can assure you that there was no 
intention to hamper the staff in its survey 

On the other hand, we appreciated that the committee staff was 
confronted with an enormously complex job which was required to be 
completed in a relatively short time. Copies of thousands of docu- 
ments had to be made and processed to the staff within time limits 
that could not at times be met. This did create frustrations in a few 
instances on both sides. Generally, I wish to contirm my early impres 
sion that a good cooperative attitude existed on both sides. 

It is gratifying to observe the extent to which your staff dug imto 
the complex ‘problems involved in military procurement. I know 
that the work of your people, one in their report, will be 
helpful to us. They have put their finger on a lot of ~ eee 
and have shown a real comprehension of the difficulties we ‘e claily. 
In many areas we agree with their criticisms and are ee something 
about it. In others, we feel that time did not permit a full apprecia- 
tion of the problems by the staff, and, we believe, we have good answers 
to the criticisms made. These are set out in the detailed comments 
being furnished to you. 
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I would like to touch briefly on the separate report on the SAGE 
and DEW projects prepared by your staff. We consider the report 
to be thorough and objective. I am sure your staff will agree that we 
went all out in helping them to better understand these important 
projec ts. All our people, files, and facilities were made available here 
in Washington as well as in our field project offices. 

In partic cular, I would like the committee to know that we have not 
been a ent on the question of communications rates relating to 
SAGE. We have taken affirmative action to see that the interests of 
the Government are adequately protected. The comment which 
we are submitting goes into this matter in some detail. I should like, 
however, to state that we have been discussing this matter with the 
telephone company for over a year. In September 1955 we wrote 
both the telephone company and the Federal Communications Com- 
mission urging that consideration of reduced rates appeared war- 
ranted. As you may know, the American Telephone & Telegraph Co. 
has filed with the FCC a new proposed tariff which would, in general, 
provide reduced rates for any user of multiple private line services 
and channels in excess of three units. This could mean a substantial 
reduction annually in our bill for communications services. The 
Department of Defense now has under consideration the question of 
the manner of intervention in the FCC proceedings. 

We are, of course, pleased with the conclusion reached by your 
staff that the selection of Western Electric Co. in connection with the 
SAGE project was a sound one. We are also pleased that there is no 
criticism in the report with respect to the fees negotiated with West- 
ern Electric for the SAGE and DEW contracts. I am sure the com- 
mittee took note of the staff’s conclusion, as did we, that in the case 
of subcontracts for construction the interests of the Government were 
adequately safeguarded with awards being made to well-qualified 
firms on a low-bid basis. On the other hand, we believe the staff 
properly suggested the need for maintaining close surveillance of 
profit rates allow ed in the contracts for certain of the complex equip- 
ments and services which are being purchased for the SAGE and 
DEW projects, either directly by the Air Force or under subcontracts 
placed by Western Electric. We are in the process of negotiating 
many of the production contracts for these items. You can be assured 
that this advice of the staff will be kept in mind. 

Finally, I would like to touch upon the very important subject of 
personnel. At the policymaking level, we can set _up wise procure- 
ment policies and precise procurement procedures. In the final analy- 
sis, however, we must stand or fall on the judgment. exercised by 
our procurement people in the countless day-to-day decisions they 
must make. And there can be no question but that these daily deci- 
sions are very difficult and trying. 

On the one hand, the contracting officer is pressed with demands 
from operational activities to deliver the perfect weapon imme- 
diately. He is told that no delays can be tolerated. On the other 
hand, he is constantly hammered to exercise prudent business judg- 
ment, and to balance the operational need with considerations of 
economy. No matter what his decision, he can never hope to satisfy 
everybody. He is pressured before the act and criticized after it. 
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Now how does the contracting officer perform in the face of all 
these difficulties? It seems to me that he performs very well indeed. 
The Air Force was faced with more than 1 million separate procure- 
ment actions in 1955. Some of these were easy; some were very diffi- 
cult. Obviously, our personnel negotiating the tough ones were 
dealing with some pretty high-priced talent from industry. Yet 
it appears that very few of our procurement actions are open to serious 
criticism. It is my observation that our procurement and contracting 
personnel, both officer and civilian, wall wt difficult tasks conscien- 
tiously and generally with a high degree of competence. 

Let me conclude by saying that the Air Force desires to give the 
committee any details we can as to any of the matters dealt with in 
your staff’s report. 


FAILURE TO COOPERATE WITH COMMITTEE INVESTIGATORS 
CRITICISM 


The committee staff states that it was hampered continuously by 
legislative liaison personnel in its examination of specific contracts 
and related files. It charges specifically that the Air Force: (a) 
required strict adherence to its regulations governing the supplying 
of information to congressional committees, (6) reluctantly made 
files available at Headquarters USAF, (c) took from 1 week to 3 
months in Washington to “coordinate and clear” copies of documents 
requested by the committee, and (d) refused to make available special 


andit reports on the grounds that they were privileged documents. 


COMMENTS 


The fact is that our procedures governing the furnishing of infor- 
mation to congressional committees were substantially relaxed to 
accommodate the committee staff. We did not require advance notice 
of visits. We did not, in general, screen our raw files before making 
them available. We waived the requirement of written formal re- 
quests for documents. Conferences were never refused. On request, 
we permitted committee staff members to borrow files on a most in- 
formal basis. When the committee staff indicated a special need for 
certain documents, we worked weekends, including the Christmas and 
New Year weekends. In the Office of the Secretary we reversed prac- 
tically all of the Air Staff’s claims of privileged documents (at least 
100) and made these documents available to the committee staff. We 
did not have our legislative liaison personnel accompany the com- 
mittee staff on field visits or elsewhere. We did not have our legal 
personnel present at interviews conducted by the committee staff. 

While there was no delay caused by the actions of our legislative 
liaison personnel, there were some delays occasioned by the Air Staff 
review of documents requested from our field installations. These 
reviews were necessary, if we were to keep abreast of the matters the 
committee was investigating and to insure that no clearly privileged 
documents were involved. We are aware of only 1 case, arising 
through inadvertence, where a 3-month delay was occasioned in sub- 
mitting documents to the committee staff. Considering the huge vol- 
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ume of documents requested (constituting at least three full file cab- 
inet drawers), the need for reproduction thereof, and considering that 
a substantial part of these documents were classified secret. we do not 
believe that, in general, there was a failure to cooperate. The neces- 
sity for conducting business as usual, while accommodating the com- 
mittee staff, was, of course, a complicating factor. 

We did refuse Inspector General reports and certain andit reports. 
The latter reports were not typical audit reports but were, in effect, 
Inspector General-type reports covering surveys of the procurement 
process by the Auditor General. These were relbidemel to be in the 
nature of Inspector Generial reports and therefore privileged. This 
position was taken strictly in accordance with the position taken by 
the Office, Secretary of Defense. Further, while we refused to make 
available the 8 reports involved, we did offer 3 such reports on a 
“sample” basis in order that the committee staff could be made aware 
of the type of procurement reviews conducted by the Auditor General. 
The committee staff did not accept this offer; nor did they refuse it. 
The matter was left open for further discussion, but was not pressed 
further by the committee staff. 

In summary, considering the broad scope of the survey, the detailed 

approach of the committee » staff, and the daily demands of tie investi- 
gators, all of which generated a tremendous workload, we believe our 
people are to be commended rather than criticized for the manner in 
which they worked with the committee staff. We believe, further. 
more that the committee staff’s irritation and criticism was caused 
by the time limits placed upon them for the completion of their sur- 
vey rather than lack of cooperation on our part. 


EXCESSIVE USE OF NEGOTIATION IN PLACING CONTRACTS 
CRITICISM 


As in the case of the House Armed Services Committee, the com- 
mittee staff criticizes the extensive use of negotiation in lieu of formal 
advertising in the placement of our contracts. It states the congres- 
sional intent in favor of formal advertising and clearly implies abuse 
of our authority to negotiate. 


COMMENTS 


For the period January 1, 1953, to June 30, 1955, 2.3 percent or 
$511 million, was advertised out of a procurement program of $22 
billion. For this same period the 3 services averaged 5.8 percent 
advertised. 

On its face these figures do appear shocking. The Air Force would 
merit severe criticism if the dollar value of all contracts placed by 
it during the period constituted in its entirety, or even in substantial 
part, a potential for formal advertising. Unfortunately, this is not 
the case. The bulk of the items we buy “does not lend itself to formal 
advertising. This was recognized by the Armed Services Procurement 
Act of 1947 which authorized use of negotiation in placing contracts 
for the incredibly complex weapons we buy. Congress understood 
during the hearings preceding enactment of this act that our modern 
aircraft, missiles, and other complicated weapon systems cannot con- 
ceivably be procured by formal advertising. 
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During fiscal year 1955, approximately 85 percent of the dollar 
amount of all of our procurement actions reflect the procurement of 
airplanes, engines, complex electronic equipment, fire control and 
bombing systems, guided missiles, and research and development work. 
Aircraft and engines alone account for _—— ately 60 percent of 
our procurement r dollars. In calendar year 1955 only 30 contracts “6 
major equipments accounted for approximately $3 billion out of 
total of over $6 billion. When we understand that these contracts A 
major equipments, representing the bulk of our dollars, cannot be 
placed by formal advertising, the reason for the very high percentage 
of dollars which we place by negotiation becomes readily apparent. 
We cannot expect to reverse the existing percentage relationship be- 
tween advertised and negotiated procurement. 

It should also be noted that a var iety of supplies and services, com- 
monly considered susceptible to formal advertising, are purchased for 
the Air Force by the other military departments and the General 
Services Administration, for example, construction, food, clothing, 
petroleum products, and automotive equipment. These purchases rep- 
resent substantial amounts. In fiscal year 1955, we transferred to other 
agencies for purchase action approximately $1.1 billion for construc- 
tion. The Armed Services Petroleum Purch iasing Agency bought ap- 
proximately $500 million worth of petroleum products. Approxi- 
mately $193 million for food and $42 million for clothing were trans- 
ferred to the Army for purchase action for Air Force account. By 
limiting itself to the purchase of the complex weapons of war and 
by having other agencies procure for us items of the type described 
above, the Air Force reduced significantly the potential business which 
it could place by formal advertising. 

There has been a steady increase in the amount of business placed 
by formal advertising since fiscal year 1953. In fiscal year 1953, 1.5 
percent by dollars was placed by form: al advertising. This increased 
to 2.6 percent in fiscal year 1954, 3.2 percent in fiscal year 1955, and 
4.7 percent so far in fiscal year 1956. In fact, in percentage of pro- 
curement actions, we have placed annually more contracts ‘by adver- 
tising since fiscal year 1953 than we did prior to Korea. In percentage 
of dollars we are fast approaching the pre-Korean level. 

There are undoubtedly instances where purchases made by negotia- 
tion should have been accomplished by formal advertising. We believe 
these to be in the very small minority. We are striving for the in- 
creased use of formal advertising within the pote ntial therefor and 
have noticed a steady increase during the last 3 years, percentagewise, 
in both numbers of actions and dollar value thereof placed by formal 
advertising. While we can increase the percentage further, perhaps a 
few more percentage points, it seems clear that we cannot reverse the 
existing percentage relationship between formal advertising and nego- 
tiation. Where formal advertising cannot be used, we will nevertheless 
continue to stress competition to insure that we are getting the most 
for our money. 

As of January 1, 1956, consistent with Department of Defens 
policy, we, as well as the Army and Navy, no longer re ‘ly (with minor 
exception) on the broad emergency authority to negotiate contained 
in tn tion 2 (c) (1) of the Armed Services Procurement Act. Anthor- 
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ity to negotiate must now be found in the 16 other exceptions to ad- 
vertising contained in the act, requiring in many cases (approximately 
2,500 annually) secretarial level approval. 


PARACHUTE PROCUREMENTS IN APRIL 1954 
CRITICISM 


The committee staff points to a purchase of parachutes in April 
1954 as a prime example of deficiencies in our procurement system. 
These deficiencies include (a) use of negotiation with selected sources 
in lieu of formal advertising; (#) purchasing in the absence of re- 
quirements; (c) amendment of the contracts to provide Government- 
furnished property (quick-change releases and canopy releases) which 
were already in stock at the time the negotiations were concluded in 
April of 1954; (d) amendment of the contracts to extend delivery 
schedules; and (e) use of production funds for research and develop- 


ment purposes. 
COM MENTS 


(a) Use of negotiation with selected sources in lieu of formal adver- 
tising 

To meet rapidly expanding parachute requirements which developed 
during the Korean buildup, the Air Materiel Command encouraged 
numerous potential suppliers to undertake the manufacture of para- 
chutes. Asa result of AMC’s efforts, approximately 20 new companies 
entered this business. Most of these companies were in the apparel 
and related industries. As such, they were able to get rapidly into 
mass production on existing parachutes by capitalizing on the know- 
how and techniques of the old established parachute manufacturers 
(Pioneer Parachute Co., Switlik Parachute Co., and Irving Air Chute 
Co.). Unlike the new companies which were attracted to the para- 
chute field, Switlik, Pioneer, and Irving over the years had concen- 
trated extensively on the design and development, as well as the pro- 
duction, of parachutes. 

Parachute procurements in fiscal year 1951, 1952, and 1953, 
amounted to approximately $118 million, $44.9 million, and $19 mil- 
lion, respectively. Early in calendar year 1953, however, AMC was 
confronted with a difficult situation when requirements for parachutes 
dwindled to practically nothing. It became apparent that, if indus- 
trywide competition continued to be sought on future procurements 
solely on a price basis, many of the newer companies could, from a 
cost standpoint, force the old-line parachute manufacturers out of 
business. AMC believed that such a result would be most undesirable 
since in this way the important technical capabilities of long-estab- 
lished parachute manufacturers upon whom the military had depended 
in the past and on whom the military must depend in the future, would 
be dissipated. In recognition of this danger, AMC made a presenta- 
tion on April 16, 1953, to Assistant Secretary Lewis and General Cook 
wherein that command questioned the advisability of continuing with 
= then existing policy of procuring parachutes on the basis of price 
alone. 

Shortly thereafter, on May 20, 1953, the Air Staff, consistent with 
AMC’s position, recommended to Assistant Secretary Lewis that he 
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approve as Air Force policy that “where circumstances warrant, pro- 
posals be solicited from, and contracts be awarded to, selected sources 
whose production capabilities, engineering talent, quality-control sys- 
tem, and testing facilities would render the Air Force maximum assist- 
ance both in production and development.” The Air Staff further 
recommended that this policy not be restricted solely to parachutes 
but include all items “where the facts and circumstances warrant.” 

However, since AMC had initiated its fiscal year 1953 procure- 
ments on an overall competitive basis, and, in view of the many 
complaints that could be anticipated if such a policy were adopted— 
especially if adopted prematurely—it was decided to proceed slowly 
in this matter. Therefore, no further action was taken on the Air 
Staff recommendations. Nevertheless, this subject was discussed over 
a period of several months and on a number of occasions with AMC 
and staff personnel. 

On December 22, 1953, AMC submitted a new proposal which 
was limited solely to parachute procurements. This proposal called 
for discontinuance of the past policy of wide-open competition and 
recommended procurement with a maximum of three parachute firms 
having proven production records and established developmental and 
engineering staffs. The three companies selected by AMC and 
WADC were Pioneer, Switlik, and Irving. Under the new pro- 
posal, each of these companies would receive a share of the fiscal year 
1954 ($4,533,000) funds available for placement of paracutes suffi- 
cient to maintain them in economic production. 

On February 16, 1954, Mr. Lewis approved the AMC proposal. 
With this approval, however, Mr. Lewis cautioned that careful price 
negotiations should be conducted to obtain the lowest possible prices; 
that sustaining amounts should be kept to the very minimum; and 
that the judgment of the commander, AMC, would of necessity have 
to be relied upon as to what the minimum sustaining amounts should 
be for each contractor. 

It should be noted here that the fiscal year 1954 funds, mentioned 
above in the amount of $4,533,000, belonged solely to the Air Force. 
Both the Army and Navy had indicated, when requirements informa- 
tion was requested from them prior to the date of AMC’s proposal, 
and again in early calendar year 1954, just before procurement was 
effected using these funds, that they had no know requirements for 
additional parachutes for the immediate future. 

On April 5, 1954, this office received notification from AMC that a 
total of approximately $4.5 million had been placed on contract with 
the 3 selected manufacturers. Each manufacturer received approxi- 
mately $1.5 million as its share of this procurement. To our surprise 
the Army, in the latter part of April 1954—contrary to its previous 
indications—placed a number of MIPR’s requesting extremely tight 
delivery schedules for approximately $30 million worth of parachutes. 
The parachutes required by the Army were procured by negotiation 
with multiple awards being made to 10 manufacturers on the basis of 
low price and ability to meet the urgent delivery requirements im- 
posed by the Army. Had the Army given us its requirements 1 month 
earlier, there would have been no need for the April 1954 selected 
source contracts. In effect, however, the Army’s requirements merely 
postponed the day when we would again have to face the problem 
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of reduced parachute requirements on the one hand and an excess 
productive capacity on the other. It now appears that this problem 
is again with us since AMC has indicated that the fiscal year 1956 
parachute requirements for all 3 services is only $3 million. The 
Air Force is now discussing with Army possible purchase in advance 
of joint Army-: {ir Force first quarter mobilization requirements 
phased over a 7-year period by buying one-seventh of the require- 
ments each year at a cost of approximately $9 million each year. 

The selected sources criticism implies that the Air Force did not 
obtain good prices. The prices negotiated with these three selected 
sources for back-style parachutes were below the average of past pur- 
chases of comparable parachutes. Further, each of these contracts 
contains a price redetermination clause, which will permit further 
revision of prices, downward only, if the experienced costs so warrant. 

(b) Procuring in the absence of requirements 

As indicated above, the primary purposes of these selected source 
procurements was to maintain an industrial mobilization base con- 
sisting of those producers best qualified from a production and de- 
velopment standpoint. This objective did not depend upon the 
existence of current requirements, from a numbers standpoint, for 
parachutes. However, it should be noted that the parachutes then 
in Air Force stock did not meet the requirements of our higher and 
faster flying aircraft which were beginning to come into the Air Force 
inventory. Accordingly, these procurements were utilized as a vehicle 
to obtain parachutes to meet requirements generated by the newer 
aircraft. This explains the statement in the Air Force documents 
quoted by the committee staff to the effect that we had no requirements 
for parachutes in fiscal year 1954. In this respect the same document 
from which this statement is quoted goes on to say that the advent 
of the higher and faster aircraft justifies a determination to procure 
parachutes in accordance with the new specifications in fiseal year 
1954 notwithstanding the status of the then current inventory. As 
a footnote, we were recently informally advised that Air Force using 
organizations prefer the newer parachutes to the extent of creating a 
problem with respect to issue of the old-style chutes. 


(c) Amendment of the contracts to provide Government-furnished 
property already in stock at the time the negotiations were con- 
cluded in April 1954 


In September 1954 all three contracts were amended to permit the 
use of Government-furnished property in the manufacture of these 
parachutes. This property consisted of quick-change and canopy 
releases. It isa fact that these items were in Air Force stock in April 
1954 when the negotiations were concluded. 

The explanation given by AMC is as follows. Time was of the 
essence in placing these contracts since these companies were rapidly 
running out of production and immediate action was necessary to 
sustain their work forees. Determination of available Government 
property to be furnished would have entailed a delay. Accordingly, 
the decision was made not to delay award of these contracts for this 
purpose. Subsequent to award, the items to be supplied as Govern- 
ment-furnished property were determined, provided for in the con- 
tracts. and prices reduced to reflect the furnishing of these items. 
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The above explanation appears weak and is so admitted to be by 
former Middletown personnel. We probably deserve criticism in 
this instance, but there appears to have been no loss to the 
Government. 


i4 Mies 

Delivery schedules on the Pioneer, Irving, and Switlik contracts 
were extended by contract amendment to call for completion of de- 
liveries in November 1955, April 1956, and June 1956, respective- 
ly. The amendments to these contracts extending the delivery 
schedules frankly state the reasons therefor. 

These contractors had received a portion of the Army procure- 
ments previously discussed. A review was made of the then cur- 
rent position of each contractor and it was determined that the 
awards made to each of these contractors in April of 1954 should 
continue to be utilized for the original purpose, namely, to sus- 
tam the work forces in these plants in the absence of any other 
business. Accordingly, the contract delivery schedules were ex- 
tended without cost to the Government so as to cover the period 
subsequent to production on the Army and other business. 

The question may be raised as to why the Air Force did not can- 
cel these three procurements when the Army requirements were an- 
nounced. In the first place, there was no assurance that these three 
old-line parachute manufacturers would be successful in obtaining 
a contract for any of the Army requirements. In any event, the 
Army delivery schedules were so tight (multiple awards had to be 
made to meet. Army requirements) that it was realized that the mo- 


(7) A ie ndment of the contracts to exten l delive ry 8 hed ] 


hilization base problem would arise after the Army requirements 
had been fulfilled. In addition, in view of the previously men- 
tioned requirements for new type parachutes as well as the proba- 
ble termination charges that would be incurred, the decision was 
made to let these contracts stand but to utilize them as true sus- 
taining awards. 


( ¢ ) [ sé oT production funds TO?” TeS¢ areh and di i" lopn ent PUT pose & 


The Switlik contract, which initially provided for the fabrica- 
tion of all parachutes from Du Pont nylon yard, was amended to 
provide that 1,000 parachutes would utilize Chemstrand nylon. The 
purpose of this change was to evaluate the Chemstrans product 
against Air Force military requirements. For this evaluation, a 
decision was made to conduct parallel tests using cloth and para- 
chute samples made from Chemstrand nylon yarn against those 
made from Du Pont nylon yarn. The contract amendment was 
made at no additional cost to the Government and resulted in no 
change in the total number of parachutes to be furnished under 
the contract. 

A test quantity of 100 parachutes. 50 from each kind of nylon, 
was required by the parachute laboratory at WADC to conduct 
the tests. These tests are scheduled for completion in July 1956. 
Test results, to date, have shown no significant differences between 
the Chemstrand and Du Pont nylon products. It is estimated that 
all tests will result in the destruction of approximately 40 para- 
chutes. The remainder of the 100 chutes will be held in storage 
at the Wright Air Development Center for subsequent test purposes. 
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The additional 950 parachutes fabricated from Chemstrand cloth 
will be stored at Middletown until all tests have been completed. 
The 950 Du Pont nylon parachutes not included in the test pro- 
gram will be stocked and issued to using organizations upon demand. 

The allegation is that we have used production funds for research 
and development purposes. Production funds are normally used 
for procurement of items for service test, particularly where sig- 
nificant production quantities are ordered. This is consistent with 
DOD policy. 

As background material, it should be stated that the Chemstrand 
Co. is a licensee of Du Pont, that samples and test reports of the 
cloth reviewed prior to amending the contract indicated that the 
Chemstrand nylon was chemically the same as the Du Pont nylon, 
and that the physical characteristics of the Chemstrand nylon were 
the same. Our technical people at WADC are satisfied that Chem- 
strand nylon will prove to be satisfactory for use. 


LETTER CONTRACTS 
CRITICISM 


The committee staff points up: (a) the extensive use of letter con- 
tracts, and (b) unconscionable delays in converting letter contracts to 
definitive contracts, thus diluting the Government’s opportunity to 
obtain fair and reasonable prices. 


COM MENT 


The Air Force avoids the use of letter contracts to the greatest ex- 
tent practicable. We limit its use to cases where: (1) the interest of 
national defense demands that the contractor be given a binding com- 
mitment so that work can be commenced immediately, and (2) 
negotiation of a definitive contract in sufficient time to meet the 
procurement needs is not possible, as, for example, when the nature of 
the work involved prevents the preparation of definitive requirements, 
specifications, prices, etc. 

The use of the letter contract is closely controlled, with approval 
therefor retained at high levels within the Air Material Command. 
Our procurement instructions prescribe that letter contracts will be 
issued initially for a maximum period of 6 months. Where definitiza- 
tion of a letter contract is not practicable within this time, special 
approval is required in order to extend the period of the letter contract. 

We obligate - letter contracts the minimum amounts required to 
be committed during the life of the letter contract. In no event is a 
letter contract written which initially obligates a dollar amount in 
excess of 40 percent of the total estimated cost of the procurement. 

During the letter contract stage we retain very close control of ex- 
penditures. The contractor is not authorized to expend or obligate 
more than a stated aggregate amount. Each expenditure of $25,000 
or more for tools, dies, jigs, fixtures, materials, supplies, parts, equip- 
ment, engineering assistance, or reproduction, or other license rights 
is subject to the written approval of the contracting officer. Any sub- 
contract, regardless of amount, for the furnishing of completed arti- 
cles, spare parts, or work must have the written approval of the 
contracting officer. 
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Our instructions further provide that, where it is determined that 
contractors have delayed without justifiable cause or failed to nego- 
tiate in good faith prompt contract formalization, no new contracts 
are to be placed with the contractors involved until the delinquency 
has been corrected. 

A monthly report on the status of letter contracts gives us a sum- 
mary of letter contracts outstanding and sets forth reasons for failure 
to definitize those which are more than 6 months old. 

We agree with the committee staff that the use of letter contracts 
and delays in their definitization place the Government in a less ad- 
vantageous trading position when it comes to negotiating the terms of 
the contract. We believe our controls on the use of letter contracts 
and emphasis on early definitization, as set forth above, have resulted 
in notable improvements over the past 4 years. As of February 1952 
we had outstanding 795 letter contracts, with approximately 525 over 
6 months old, and of these 142 were over 12 months old. ‘As of No- 
vember 1955 we had outstanding 190 letter contracts, with 43 over 
6 months old, and of these 12 were over 12 months old. The 795 letter 
contracts as of February 1952 had a face value of $4.4 billion, whereas 
the 190 letter contracts as of November 1955 had a face value of $1.1 


billion. 


ARMED SERVICES PROCUREMENT REGULATION (ROYALTIES AND 
LICENSE FEES) 


CRITICISM 


The committee staff points out that the ASPR, which was first 
published in 1948, still lacks coverage on many subjects. It pinpoints 
lack of coverage with respect to treatment for cost reimbursement and 
pricing purposes of income to contractors derived from royalties and 
license fees. 

COMMENTS 


As to general coverage of ASPR, admittedly much remains to be 
done. However, ASPR is considered, within and without the Gov- 
ernment, to be a very superior set of procurement regulations. This 
is due in great part to the contributions to the regulation made by 
responsible and knowledgeable people within the services who devote 
so much time to ASPR along with their regular duties. Progress has 
necessarily been slower than desirable because of this working arrange- 
ment; however, it is the concensus that the quality of ASPR would 
suffer if any other approach were employed. This is not to say that 
progress has not been steady within the past year. A great number 
of projects have been comple ted and others will soon be completed. and 
published. These include price redetermination clauses, cost princi- 
ples for CPFF contracts, research and development contract clauses, 
etc. 

The committee staff points out that North American had apparently 
received $2.9 million for their business year ending September 30, 
1954, representing royalties and license “fees, received in the main 
from foreign manufacturers for production contracts with foreign 
Governments. The committee staff also noted that Lockheed in con- 
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nection with the manufacture of T-83 aircraft by Canadair received 
royalty and license fees in excess of $1.5 million during 1954. 

ASPR does not deal with the treatment of income from royalties and 
license fees. As to royalties (which relate to payments for established 
patent rights) AMC’s practice is to insist on the reduction of the con- 
tractor’s G. & A. account by the amount of the royalty income, where 
the Government has shared in the costs of research and development 
from which the patent rights are derived. Cases where this was done 
involved Sperry, Convair, and Boeing. Further, for the year men- 
tioned by the committee staff, $44,094, representing income in’ royal- 
ties to North American, was credited to the G. & A. account. 

License fees are treated differently. While these fees comprise in 
part costs incurred in connection with the furnishing of technical 
data and assistance, the greatest portion thereof represents a lump-sum 
payment for purchase of what the primary source considers proprie- 
tary rights. AMC has not claimed any credit for this type of income. 
Industry takes the position that such payments constitute, in effect, 
compensation in some measure for unrealized profits resulting from 
the loss of business to the other source. In result, this seems to be 
consistent with our policy, when setting up a second source, of paying 

our primary design and development contractor a slightly higher 
profit rate in order to recognize the proprietary rights of the original 
design-manufacturer. 

We agree, however, with the committee staff that this subject re- 
quires consideration within the Department of Defense in order to 
achieve uniformity of approach. This problem of royalties and 
license fees can be handled best by the ASPR committee in connection 
with its current rewrite of section XV, dealing with cost principles 
for CPFF-type contracts. 


INCENTIVE-TYPE CONTRACT 
CRITICISM 


The committee staff apparently agrees with the theory of the incen- 
tive-type contract but criticizes administration thereof. In particular 
the report points out the need for establishing reasonably accurate 
target costs at an early date, pointing out that delays in fixing firm 
targets results, in effect, in converting the incentive-type contract to 
a “cost-plus-percentage-of-cost’ ’ contract, thereby placing a premium 


on inefficiency during the period prior to the establishing of a firm 
target. 


COMMENT 


The fixed-price incentive contract provides for the adjustment of 
profit and price by a formula based on the relationship which final 
negotiated total cost bears to negotiated target cost. Under this ar- 
rangement, the contractor is given the opportunity, through efficient 
production, to share in cost savings and, on the other hand, gives up 
a portion of his profits if costs are increased above target. 

There are two basic types of fixed-price incentive contracts. In 
the first type, the firm target cost, target profit, profit-and-price ad- 
justment formula, and ceiling are established at the outset. This 
type is used where reasonably accurate target costs can be established 
initially. The second is the delayed firm target type. In this type, 
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because of lack of ability to fix reasonably accurate targets initially, 
there is negotiated at the outset an initial price, and a production 
point, genet rally prior to initial delivery or shop completion of the 
first item, at which time a firm target cost, target profit, and a final 
profit-and-price adjustment formula and price “ceiling will be ne go- 
tiated In the interim, the initial price constitutes a billing price es- 
tablished in order to provide an interim basis for payment. 

In the Air Force 36 percent of our procurement dollars in fiscal year 
1955 were placed under incentive-type contracts. This contracting 
technique is primarily used for aircraft procurement, with limited 
usage for missiles, engines, fire-control systems, and rockets. 

In theory, the incentive- type contract constitutes a sound pricing 
technique. We have always recognized, however, that this technique 
depends for its success upon the existence of a sound basis for estab- 
lishing reasonable target costs. We try to use the incentive technique 
primarily where we have sufficient cost experience to assure ourselves 
that the target price is not inflated. The obvious reason for this ap- 
proach is to insure that any reduction in costs, resulting in increased 

rofits to the contractor, results from efliciency and not from initially 
inflated target costs. We have also tried to limit the use of this tech- 
nique to situations where there is a sufficient volume of production so 
that the opportunity for achieving efficiency, and measuring it, pre- 
vails. We avoid use of the technique for initial production runs of 
small quantities. 

Approximately 75 percent of our incentive-type contracts are of the 
delayed firm target type. We agree wholeheartedly with the commit- 
tee staff that the del ayed firm target under an incentive-type contract 
must be established at an early point in the performance of the con- 
tract. During the Korean period and immediately thereafter, the 
timeliness in fixing firm targets left much to be desired. There were 
inordinate delays. In the past few years, however, we have made 
marked progress in eliminating this problem area; there are only a 
few known delinquencies. Our instructions provide that, where it is 
determined that contractors have delayed without. justifiable cause 
in fixing a firm target, no new contracts are to be placed with the con- 
tractors involved until the delinquency has been corrected. This has 
had a most salutary effect, particularly in the airframe industry. 

As a matter of history, the Air Force was the first service to recog- 

nize the desirability of postponing the establishment of the firm target 
profit and profit-and-price adjustment formula until the delayed firm 
target costs had been fixed. Previously, we had been involved in 
several cases where, having fixed the target profit rate and formula 
at the outset, we found costs had inordinately increased prior to the 
fixing of the firm target price, with the result that we were forced to 
agree to the application of the initially agreed upon target profit rate 
and formula to the higher experienced costs. We were successful 
with a number of contractors in eliminating the fixing at the outset 
of the target profit and formula for almost a year prior to the publica- 
tion of a DOD directive on this subject in Oc tober 1954. 

We believe that our action in eliminating premature fixing of target 
profit rates andformulas has been most effective in avoiding the pos- 
sibility of cost-plus-a-percentage-of-cost tendencies in the incentive- 
type contract. 
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COOPERATION BETWEEN AUDITORS AND PROCUREMENT PERSONNEL 


CRITICIBM 


The committee staff has alleged that cooperation between auditors 
and procurement personnel is inadequate; that training programs 
for audit and procurement personnel should be extended to lower 
levels; that uniform audit procedures for incentive and price-revision 
contracts are lacking; and that cost principles for fixed-price-type 
contracts are desirable. 


COMMENT 


While isolated instances of disagreements between audit and pro- 
curement personnel exist, the Air Force feels that, on the whole, the 
cooperation between these two groups is excellent. 

As to cost-type contracts, audits are mandatory. As to fixed-price 
contracts, it is the position of the Department of Defense that the 
role of the auditor bi be that of service to the contracting officer. 
The Air Force has proposed for inclusion in ASPR a policy state- 
ment (reflecting Air Force practice) which reads in part: 

“* * * the determination as to the necessity of an audit for pricing 
purposes and extent of its use therefor is ne sole responsibility of 
the contracting officer, but his determination not to require an audit 
for pricing purposes shall not preclude the audit agency concerned, 
after consultation with the procuring activity in accordance with 
procedures prescribed by each respective Department, from perform- 
ing for its purposes an audit of the contract.” 

The importance of liaison between audit and procurement has been 
recognized by the Air Force for some time. Liaison offices of the 
Auditor General are in operation at AMC, ARDC, and Air Materiel 
areas and depots and are furnishing valuable assistance to procurement 
personnel. 

Extension of training to the lower levels for auditor and procure- 
ment personnel, as recommended by the committee staff, has been an 
Air Force policy and practice for some time. The Auditor General 
has established a training program including the following features: 
(a) College graduates are recruited as GS-5 trainees and given a 
2-week course at a centralized school plus 514 months of intensive 
on-the-job training, (0) in addition to the formal school mentioned 
above, off-duty projects are assigned to these trainees, and every other 
week a 4-hour training session is held during which training material 
is related to actual field problems, (¢c) regularly scheduled training 
sessions are held for other audit personnel, (d) personnel are rotated 
under a program designed to increase their effectiveness and prepare 
them for increased responsibilities. 

Air Force procurement personnel have, within the past year, con- 
ducted pricing seminars throughout the country to exchange ideas and 
experiences thereby increasing the know-how of experienced procure- 
ment personnel. In addition, the previously established classes in 
pricing for new people have been continued. These classes are partic- 
ularly designed to bring pricing policies and techniques forcefully to 
the attention of the lowest level of procurement personnel. 

With regard to uniform audit procedures, it has long been the prac- 
tice of the military departments to coordinate such procedures in 





major areas of common interest. As a matter of fact, cross-servicing 
on audit has been established for many years. We are not aware that 
the lack of prescribed uniform auditing procedures for fixed-price 
redetermination and incentive contracts has resulted in any significant 
amount of audit confusion. 

Under cost-reimbursement-type contracts it is necessary to incor- 
porate into the contract detailed cost principles for use in determining 
whether the costs which have been incurred are reimbursable. Cost 
principles for this type of contract are, therefore, mandatory. This 
is not the case, however, with fixed-price contracts. In these contracts 
we are concerned primarily with negotiation of price as a whole rather 
than details of cost. Negotiation, being an art rather than a science, 
cannot be reduced to a formula basis. The position of the procure- 
ment people in the services and in the Department of Defenes has been 
against the inclusion in a fixed-price contract of cost principles, since 
this would in effect tend to create preoccupation with costs alone, 
resulting in pricing by audit. Judgment factors such as efficiency, 
quality of production, comparative prices, contributions to develop- 
ment, etc., would tend to be disregarded. There are some who feel the 
same result would flow from the promulgation of a set of cost prin- 
ciples for fixed-price contracts even though these cost principles were 
not included in the contract. The belief is that pricing would even, 
under such circumstances, tend to become pricing by audit. 

The present approach within the DOD, therefore, has been to con- 
centrate on: (a) The development of a standard format for submission 
of cost estimates by contracts, (b) preparation of all audits on a uni- 


form basis, (¢) development in the Contract Audit Manual of audit 
procedures and techniques for fixed-price contracts, (¢) publication of 
pricing policies and techniques in ASPR, and (e) policy guidance on 
certain costs that have been traditionally troublesome. 


FAILURE TO CONSIDER COMPARATIVE COSTS IN PHASING OUT SECOND SOURCES 
OF SUPPLY 


CRITICISM 


The committee staff reports that little consideration is given by the 
Air Force to comparative costs in determining whether the primary or 
secondary source will be kept in production. It states that this was 
found to be the situation when Buick was phased out as the second 
source for the J—65 engine. 

COMMENT 

In the proration of business between the primary and secondary 
sources, it is Air Force policy to give prior consideration to the pri- 
mary source. When there is an insufficient volume to economically 
satisfy two production sources, it is Air Force policy to protect the 
design-prime. This approach recognizes the essentiality of main- 
taining the engineering and design potential of prime engine pro- 
ducers, not only for the engines they are currently producing, but for 
future engines which they are in the process of developing. Service 
and technical representation in the field, a responsibility of the design- 
prime, is also assured thereby. 

The conversion to American standards, redesign and model improve- 
ment of the J-65 was Wright aeronautical division’s introduction into 
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the jet engine field. Wright is currently engaged in the design, de- 
velopment, and engineering of ramjet, turboprop, dual cycle, and 
advanced propulsion systems for the Air Force. Wright has also pro- 
duced nine different versions of the J—65 engine. 

The ability of Buick to produce efficiently and at a lower price than 
Wright was known. The following factors explain to a great extent 
Buick’s lower costs. Buick was licensed to produce only one model of 
the J—65 for one aircraft, the F-84F. On the other hand, Wright was 
developing, as well as manufacturing, nine different versions of the 
basic J-65 engine for a number of Air Force and the Navy aircraft. 
Buick, because of its concentration on a single model and its rapid 
acceleration to a peak-production rate, was able to enjoy an early 
writeoff of initial starting costs. Subsequently, when Wright reached 
a comparable point in production, substantial price reductions were 
achieved. 

Serious consideration was given to the comparative prices of the 
two engine producers when the program deductions were effected. It 
was apparent that the cancellation from Wright’s program of the 
quantity of the single model being produced by Buick would have the 
following effects: 

(a) It would seriously undermine Wright’s production and 
development capability. 
(5) It would adversely affect the prices of the other engine pro- 
grams at Wright. 
(c) The termination charges at Wright would have been 3 to 
4 times the indicated possible savings reported by the committee 
staff. 
Therefore, while the comparative prices were given serious considera- 
tion the factors recited above were overriding. 

One further point should be noted. The committee staff utilized a 
$6,000 price differential between Buick and Wright and, applying this 
figure to the 1,849 engines still to be delivered by Wright, concluded 
that the Air Force was paying approximately $11 million more in pro- 
duction costs than if Buick had produced the engine. The assump- 
tions are invalid. The 1,849 engines comprised the balance of all 
models remaining to be produced by Wright for the Air Force, in- 
cluding models that Buick was neither licensed nor tooled to produce. 


MISUSE OF PRODUCTION FUNDS FOR RESEARCH AND DEV£LOPMENT WORK 


CRITICISM 


The committee staff severely criticized the services for alleged use of 
production funds to cover research and development projects. The 
criticism, however, does seem to recognize the difficult situation con- 
er. the services in keeping up with the state of the art on modern 

“apons systems with available research and development funds and 
forthrightly suggests that the Congress realistically deal with the 
problem. 


COMMENT 


We do not believe the situation is as serious as the committee staff 
reports. Pure research is easily definable. At the other extreme 
“pure” production is also easily recognized. Between the two stands 
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a gray area where numerous problems must be resolved on a judgment 
basis. We believe that in the main we have handled the gray areas 
forthrightly. 

The Department of Defense guidelines in this area ar as explicit as 
they can be in dealing with a problem of this kind. DOD Directive 
7220.5, dated January 5, 1955, contains in pertinent part the following: 

The following costs are included within the research and development appro- 
priations * * * (a) contractual services for basic and applied research studies; 
(b) contractual services for design and feasibility studies; (c) procurement of 
special items required for research and development functions; (d) manufac- 
ture and fabrication of working and/or prototype models required to provide the 
basis for production of the item in quantity for testing, inventory, or service use: 
(e) other contractual services; (f) contractual services for development testing 
subsequent to production of service test items, but prior to production for inven- 
tory; (g) supplies, including first destination transportation; and (h) other 
identifiable research and development costs. 

* x * * * * + 

Excluded from the research and development appropriations are (@) materiel 
procured under procurement and production-type appropriations for inventory, 
and (0b) procurement of items in quantity for testing prior to acceptance for 
inventory (including engineering, developmental, operational suitability, and 
user tests). 

Further, DOD Director 3230.2, dated June 23, 1955 provides in per- 
tinent part as follows: 

In general, engine projects should be funded in the following manner: 

(a) Exploratory studies, where a direct contract is appropriate, should be 
financed by research and development funds. 

(®) Preliminary design studies, component development, and development to 
the extent necessary to demonstrate feasibility of new design concepts, including 
the construction of research or demonstrator engines or components, should be 
financed by research and development funds. 

(c) The design, construction, and development testing of an engine to meet 
anticipated military requirements and intended for service use may be financed 
by procurement funds. Obligation beyond intial support of these projects should 
be incurred only after reasonable demonstration of the feasibility of any new or 
advanced design concepts involved. Funds may be allocated for these purposes 
as engineering allowances on production contracts: or the services may recom- 
mend uniform changes in fiscal codes and accounting practices to accomplish the 
same purpose. 

Insofar as product improvement funds are involved, the Air Force 
has in the past, and continues to authorize, the use of production funds 
to cover product improvement. Product improvement, as practiced 
by the Air Force, covers engineering services and materials required 
to redesign an item of equipment to improve performance, correct a 
deficiency, improve productibility, increase maintenance ability, or 
reduce cost. It is more simply defined as a specified program of con- 
tinuing engineering and development leading to continuing improve- 
ment of an article in production or the immediate family of similar 
articles. Our Air Force procurement instructions have detailed in- 
structions and controls governing the funding of product improve- 
ment. Our instructions find support in the DOD directives quoted 
above. We are currently reviewing our procedures to determine their 
adequacy. ; 

Weare all aware of the past differences of opinion that have existed 
between AMC and ARDC as to what may properly be funded with 
production funds. On the one hand ARDC has sought a very liberal 
approach. AMC has tended to be more conservative. However, we 
are satisfied that the top levels of both commands are now substantially 
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together in their thinking and that existing guidelines will be followed. 
In this connection es USAF, is preparing a comprehensive 
restatement of the guidelines to be followed for funding purposes. 


JET TANKER PROGRAM 
CRITICISM 


The committee staff charges that controls promulgated by the Army, 
Navy, and Air Force are inadequate or completely inoperative in 
prac tice. In support thereof it points to (a) Boeing’s apparent antic- 
ipation of Air Force need for a jet tanker prior to the Air Force’s 
decision and the resulting directed procurement from Boeing, (0) 
lack of knowledge by the “Air Force that Boeing was w orking i in an 
Air Force fac ility on the 707 project from June ‘1952 to August 1952, 
and (¢) lack of knowledge by the Air Force and Navy of “diversion 
of 4 J-57 engines from Pratt & W hitney, in November and December 
1953, to Boeing for commercial purposes. The clear inference is 
something was wrong in the way Boeing got the jump on its com- 
petitors. 

COMMENT 


Requirement data [classified ]. 

To meet this requirement a design competition was directed on 
May 5, 1954, for an optimum tanker. By this time Boeing had al- 
ready dev eloped and produced a prototype transport with its own 
funds and could make available a jet tanker at least a year earlier 
than if we started from a basic paper design. In October 1953, 
Boeing had submitted to AMC estimated costs and availability data 
on a proposed jet tanker. While the prototype 707, as such, was not 
considered adequate, a version thereof (138-B) had definite possibili- 
ties. In view of our urgent requirement, the decision was made to 
procure an interim quantity of 88 Boeing KC-—135’s, as a gap filler, 
and to continue the design competition. “On August 6, 1954, a pro- 
curement authorization was released for 29 KC—135’s. 

In seeking a suitable tanker, many alternatives were reviewed. Ver- 
sions of the KC-97, B-47, B-36, B-52, C-130, C-132, and C-133’s 
were considered and discarded for various reasons. In the process of 
determining the winner of the design competition there were various 
conflicting recommendations. The desire to produce an optimum 
tanker conflicted with the operational urgency for a weapons system 
at an earlier date. AMC selected Lockheed as the winner and recom- 
mended that Lockheed be authorized to proceed with its design con- 
currently with the Boeing proposal. ARDC recommended Lockheed 
as the winner, but recognized that other considerations dictated the 
need to continue with Boeing. SAC recommended the Boeing pro- 
posal with the provision that, if a second source was deemed necessary, 
Douglas be selected. The conclusion of Headquarters, USAF, was 
that Lockheed had won the design competition but that earlier avail- 
ability and the less expensive Boeing proposal offset the optimum 
tanker proposed by Lockheed. Lockheed, however, was awarded a 
phase I contract looking to development of an optimum tanker. To 
date, 97 Boeing KC-135’s-have been directed for procurement. It is 
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anticipated that an additional 279 will be procured during fiscal year 
1957 and fiscal year 1958. 

As to the criticism that Air Force procrastination inevitably re- 
sulted in a directed procurement to Boeing, it is not uncommon in 
our business for contractors to anticipate a need for a given item of 
materiel. The time consumed in Air Force planning and analysis 
prior to a firm decision on a major program makes understandable 
the fact that a contractor can anticipate a requirement. Perhaps the 
answer to the committee staff’s criticism is that we wish more con- 
tractors had the courage of their convictions to carry on development 
at their own expense in anticipation of military requirements. The 
arlier availability of the Boeing prototype at a time when the urgency 
was clearly established is the basic justification for going to Boeing. 

As to lack of knowledge by the Air Force that Boeing was working 
on a Boeing 707 project, it should be noted that the Air Force plant 
representative became aware of Boeing’s activities in August of 1952. 
For several months prior to that time Boeing had been engaged in 
internal company planning and preliminary engineering related to 
this project. There was little physical evidence of activity on Boeing's 
part during this time. The Air Force Plant Representative became 
aware of the project when an area for mockup construction was seg- 
regated within the experimental area of the Renton facilities. This 
was informlly called to AMC’s attention at once. On April 8, 1953, 
the Air Force plant representative’s office formally notified AMC that 
this project was in process, that action had been taken to reimburse 
the Eenaaman for Government-facilities already used, and that 
agreements had been made for the future use of these facilities. 
Boeing was warned at the time that its project must not interfere with 
Air Force programs already in process at Seattle-Renton. 

As to the fact that J—57 engines were shipped by Pratt & Whitney 
to Boeing for the 707 project, we believe this to be a matter for ex- 
planation primarily by the Navy. In early December 1953, the Air 
Force learned that Pratt & Whitney had shipped 1 engine in No- 
vember 1953 and was in the process of shipping 3 additional engines 
for the Boeing 707. It was also learned that spare engines would be 
shipped in May 1954. These engines were the equivalent of the J57 
P-1 model used in the B-52 bomber. AMC complained of this matter 
both to the Navy and to Headquarters, USAF, but, nevertheless, four 
additional engines were shipped subsequently. 

The following comments are pertinent : 

(a) While AMC was concerned with the effect of diversion of these 
engines on B-52 delivery schedules, such diversions appear to have 
had little effect, if any, on the B—52 program. 

(6) Navy has plant cognizance of Pratt & Whitney and should 
answer any questions raised as to failure to detect this diversion of 
engines. 

(c) Navy, having plant cognizance, should explain the criticism 
that the costs of certain of these engines were apparently charged to 
Government business. 

(d) Pratt & Whitney takes the position that this was a purely 
commercial transaction between it and Boeing which did not require 
approval of the services. There does not appear to be any substantial 
question of breach of security involved. 





386 


ERRORS IN AIR FORCE INVENTORY RECORDS 


CRITICISM 


The committee staff has criticized inaccuracies in our inventory rec- 
ords, stating that the number of items on hand by actual count at dif- 
ferent depots bore little resemblance to the number reported as being 
on hand in our stock records. The group pointed out that requirements 
computations are necessarily dependent upon accurate inventories. 


COMMENT 


The Air Force has approximately 916,000 separate items of materiel 
on which inventory records must be maintained. Considering this 
large number of items it is doubtful that any system could provide 
absolutely accurate inventory data. However, the Air Force recog- 
nizes the fact that a great many important matters—in addition to 
requirements computations—are dependent upon the existence of good 
inventory records. Accordingly we make every effort to assure that 
these records are accurate, and that our inventor y management system 
is improved whenever weaknesses are uncovered. In ree ognition of the 
importance of achieving maximum accuracy in inventory records the 
Air Force has undertaken several import: ant projects. In fiscal year 
1955 a survey of 185 Air force bases and 17 Air Force depots was con- 
ducted to determine the inventory accuracy we are now achieving. 
This survey showed an average accuracy of 92.8 percent. 

The Air Force has also made a number of studies concer ning the 
maximum accuracy a system can be expected to achieve within “costs 
which are not prohibitive. In connection with these studies some 20 
Air Force contractors have been contacted and an extensive examina- 
tion has been made of the body of expert opinion in the field. We 
have concluded that no single standard of accuracy is applicable to 
all situations, but rather, that a standard must be tailored to fit the 
conditions of a particular operation. It must necessarily be devised 
in consideration of the size and complexity of the management prob- 
lem, type and value of material involved, and so forth. These con- 
clusions are well recognized by industry both in theory and practice. 

Since our studies in this area have not been completed, we cannot 
positively state any standard of accuracy applicable to the Air Force. 
The 92.8-percent figure cited above is an average and would, of course, 
be entirely inadequate on a high value item such as an engine. 

At present our inventories are taken in the following manner: 

(a) High-value items (9,700 selected high dollar investment 
items) are physically counted quarterly. 

(6) Cost category IT items (items costing more than $10 other 
than the 9,700 selected items) are counted semiannually. 

(c) Cost category ITT items (all others) are counted annually. 


CHAOTIC RECORDS AT CHATEAUROUX 


CRITICISM 


The committee staff reports that at the Central Air Materiel Area 
at Chateauroux, France: (a) Inadequate storage facilities, records, 
and personnel led to the “loss in the mud” of 14,000 tons of material ; 
() disposition instructions on items supposedly excess were requested 
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although the same items were, in some cases, then being procured for 
delivery to Chateauroux; (¢) items were being rec eived, although the 
orders therefor had been canceled; and (d) there w as delinquent 1 moni- 
toring of shipments from the United States by failure to divert, at 
the port, those shipments which could have been sent direct to the 
using activity at considerable savings. 


COMMENT 


It is true that deliveries of material to Chateauroux in 1951 greatly 
exceeded the capacity of that depot to receive and store and that un- 
doubtedly supplies were lost and damaged. We cannot, however, 
verify the “14,000-ton” figure. 

The emergency positioning of material at Chateauroux was, of 
course, necessitated primarily by the Korean situation and the uncer- 
tainty as to the extent to which other areas might become involved. 
In 1951 the depot included approximately 400,000 gross feet of space 
available for storage, much of which was substand: ard. Construction 
of 1 million additional square feet was authorized in fiscal year 1952 
by Public Law 165, 82d Congress. This construction has been com- 
pleted and there is now no necessity for using outside storage except 
for material authorized for such storage. An addition: LP 500,000 
square feet of storage space has been authorized to take care of normal 
growth. 

The poor state of the records at Chateauroux was recognized by the 
Air Force during the latter part of 1955. A team of supply experts 
from Haedquarters, AMC, was sent to Chateauroux at that time to 
deal specifically with these problems and to find and eliminate the cir- 
cumstances causing them. This visit resulted in the cancellation of all 
back orders over 180 days old and of 1,574 others. Remaining back 
orders in the files were reconciled with requirements. It was deter- 
mined that, apart from the confusion associated with the accelerated 

“growing pains” of this installation, the difficulties in this area had re- 
sulted i in 1 large part from a bac klog of work at the shipment control 
center in New York, the port of embarkation. Conse uently, emphasis 
has now been placed upon direct communications Busvioes overseas 
and zone of interior depots. Further, a major policy change placing 
the European depots under AMC was effected on January 1, 1956. 
This change will allow much closer control and liaison. 

Erroneous declarations of property as excess were due in part to the 
back-order difficulties. This has been solved in part with the solution 
to the back-order problem. 

In addition to the matters discussed above, a shortage of trained 
personnel at Chateauroux, as stated by the committee staff, un- 
doubtedly contributed to the difficulties experienced by that depot. 
In connection with its assumption of control over the European depots, 
AMC has developed a plan to rotate trained supply personnel from 
depots within the ZI to key positions in overseas depots, including 
Chateauroux. The actual number of personnel and specific positions 
to be included in this plan are currently being determined in consulta- 
tion with the oversea depot commanders. 

Although there are still problem areas in our oversea depot structure 
as pointed out by the committee staff, it should be noted that a man- 
ngement firm under contract to the Air Force visited Chatearoux 
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early in 1954 and again in 1955. The final report of that firm (Saliba 
and associates) states: “The improvement in conditions at Chi ateau- 
roux is one of the miracles of Air Force logistics planning.” 


IMPLEMENTATION OF ARMED SERVICES PROCUREMENT REGULATION 
CRITICISM 


The committee staff states that the present practice of the Army, 
Navy, and Air Force of issuing separate volumes of procurement in- 
structions in addition to ASPR makes for considerable volume and is, 
therefore, burdensome to contracting officers. The staff also alleges 
that there is very little control by the Department of Defense or the 


services themselves with regard to issuance of procurement instruc- 
tions. 


COMMENT 


The Air Force has long recognized that a great volume of different 
regulations and instructions would be burdensome and confusing to 
our contracting personnel. Accordingly a project was undertaken to 
consolidate the outstanding regulations into one overall implementa- 
tion of the ASPR. It must be recognized that detailed palicy guid- 
ance tailored to fit the Air Force or ganization is necessary in imple- 
mentation of ASPR since that publication i is, and should be, designed 
to cover only the broad policies and procedures applicable to all the 
services. 

The Air Force procurement instruction was published and effective 
December 1, 1954. It contains all policies and procedures prescribed 
by the Secretary of the Air Force, the Chief of Staff, USAF, the Dep- 
uty Chief of Staff, Materiel, Headquarters USAF, as well as all oper- 
ating policies, proc edures and instructions prescribed by the 
commander, Air Materiel Command. 

Approximately 4,000 separate procurement regulations from 27 
different volumes of publications were consolidated and published in 
one book, the AFPI. Regulations superseded by the AF PI included 
Air Force manuals, regulations, letters, bulletins, and pamphlets ; 
AMC manuals, letters, notices, memorandums, headquarters office in- 
structions and many others. The AFPI not only reduced a 4-foot 
stack of regulations to just a few inches, but eliminated duplications 
and inconsistencies which evolved from the many different series of 
regulations emanating from a multitude of sources. 

The Air Force procurement instruction implements, paragraph by 
paragraph, the Armed Services procurement regulation, the publica- 
tion which contains basic procurement policies : for all procurement 
activities of the armed services. The format and numbering system 
of the AFP1 is identical with that of the ASPR. To find all the in- 
structions on any subject relating to Air Force procurement one need 
merely find the paragraph which sets forth the basic policy in 
ASPR and follow all Air Force implementation in the same pari 
rraph number of the AFPI. This feature alone has saved sonatas 
Crs of research and makes Air Force procurement instructions 
readily accessible, both to Air Force personnel and to contractors. 

In addition to the savings in man-hours of procurement personnel 
at all levels derived from having all procurement instructions in one 
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book, it costs less to publish the AF PI than the multitude of different 
regulations formerly used to publish procurement instructions. 

The Air Force cannot agree that the necessary control concerning 
issuance of its procurement regulations is lacking. Substantive 
changes to the AF PI itself are carefully reviewed by the highest pro- 
curement levels in Headquarters USAF, by the Office of the General 
Counsel, and by the Office of the Assistant Secretary (Materiel). 
Any detailed instructions necessary within a specific procuring ac- 
tivity relate to internal procedural matters and do not deal with 
substantive matters. Any deviations from the AFPI in such in- 
structions are made only after careful review by the Procurement 
Committee at AMC and notification to Headquarters, USAF. If the 
deviation involves a deviation from ASPR as well, then approval of 
Headquarters USAF is required and notification must be given to the 
Department of Defense and the Army and Navy. 


CRITICISM 


REVIEW AND REDUCTION OF RATES FOR COMMUNICATIONS SERVICES FOR 
SYSTEM 


The committee staff has found that a virile program of rate negotia 
tiond and review by technically competent Air Force personnel is 
lacking; that active steps to secure multiple circuit rate reductions 
within each State are already past due; and that there is a lack of 
competent, technically qualified personnel within the Air Force to 
carry out the vigorous action toward review and reduction of rates 
deemed necessary. 


« 


COMMENT 


For over a year the Air Force has concerned itself with the problem 
of reduced communications rates in connection with the SAGE system. 
Initially, the matter was discussed with officials of A. T. & T. Then, 
on September 6, 1955, the Air Force wrote to A. T. & T. urging that 
consideration be given to reduced rates in view of the magnitude and 
volume of services and facilities required for the SAGE system and 
the possibility of reduced administration costs. A copy of this letter 
was forwarded to the FCC by the Air Force indicating that the Air 
Force felt that consideration of reduced rates under the circumstances 
appeared warranted. On September 22, 1955, A. T. & T. filed with the 
FCC a new proposed tariff which would in general provide reduced 
rates for any user of multiple private line services and channels in 
excess of three units as defined in the tariff. It is roughly estimated 
that the new tariff rates, if approved, would reduce the annual cost to 
the Air Force for long-line services by $14 million. 

The hearings before the FCC have been postponed for several 
months pending the furnishing of additional information by A. T. & T. 
In view of the fact that broad policy issues affecting the commercial 
carriers are involved, that the proposed tariff has been vigorously 
opposed by one of the common carriers, and that the proposed rate 
would not affect SAGE alone but would become part of the whole bulk 
user problem affecting large private and governmental users, the 
question of participation by the Air Force in rate hearings before the 
FCC has been referred to the Secretary of Defense to determine the 
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desirability of such participation and whether the Air Force is the 
appropriate agency to represent the Government. It should be noted 
that under the Federal Pr operty and Administrative Services Act of 
1949 the General Services Administration has primary responsibility 
for representing executive agencies in proceedings before Federal and 
State regulatory bodies w hich involve communications. Although the 
Department of Defense may exempt itself from this requirement, 
GSA and Defense have agreed that normally the latter will intervene 
on behalf of the United States only where the Department of Defense 
is the only interested party. 

With respect to securing multiple-circuit rate reductions within each 
State which may become involved with the SAGE communications 
network, it is the view of the Air Force that favorable consideration by 
States w ould be most unlikely, and, therefore, ought not to be sought, 
until the FCC has resolved the broad economic and policy issues in- 
volved. It is felt that, since new principles are involved not heretofore 
considered by such regulatory bodies, the States will not favorably 
consider requests for such a reduction until FCC approval has been 
indicated in the interstate area. In this connection, it should be noted 
that circuits are normally ordered some 2 years before services are 
needed and payment is actually made. For this and the other reasons 
set forth above, the Air Force does not feel that action in the intrastate 
area is already past due. 

The Air Force does not consider that it would be justified in creating 
a large staff of communications rate experts who would, in effect, ik 
duplicate the work of Federal and State regulatory bodies in reviewing 
tariff rates. Although acertain degree of review is certainly justified 
and necessary, the size of the staff and scope of the review must be 
kept within reasonable limits. The Air Force has been working on 
the problem of training its personnel and increasing its capabilities 
for discharging such a ‘function in the area of communications rates. 
In 1949, a program was initiated under which certain key personnel 
were assigned to various companies (e. g., A. T. & T., RCA, WU) for 
training. To date, 46 personnel have been so trained and 14 more are 
undergoing training. We are continuing this program as well as 
attempting to ease the problem created by rotation of personnel 
through the establishment of more civil-service positions. 


POOR SPECIFICATIONS 
CRITICISM 


The committee staff states that (a) military specifications are writ- 
ten so poorly as to provide only a calculated risk of the agency ob- 
taining the desired product; (6 )the attitude (of the Defense Depart- 
ment) seems to be that it is not important to spend the time necessary 
to develop good specifications because the deficiencies can be corrected 
in change orders, supplemental agreements, etc., and (¢) the existence 
of good tight specifications would permit greater utilization of formal 
advertising. 

COMMENT 


We agree that there is considerable room for improvement in the 
specifications area. Our problem is caused in the main due to the 
obsolescence factor, the rapid changes in highly technical equipment 
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we buy, and the serious shortage of trained engineers who keep ont 
specifications current. 

The Air Force has joined with the other military departments and 
the Office, Secretary of Defense, in a standardization program 
designed fundamentally to meet this problem area. Our objectives 
under this program are divided into several important phases. First, 
in conjunction with the Federal cataloging program, the thousands 
of items now being procured are being carefully screened and identi- 
fied, and duplic ations are being eliminated. Secondly, the specifica- 
tions now being used in the procurement of the items we will contin ue 
to buy are being reviewed to determine which are current and which 
must be replaced. Those that are outdated, or otherwise unaccept- 
able, are being rewritten on a coordinated iciake including industry 
participation. In addition to these steps, buying programs in the 
Air Force are reviewed prior to the time procurement action must be 
initiated so that specifications for new or revised items can be kept cur- 
rent. This admittedly isa big program anda hard program. Never- 
theless, we hope to reach our objectives under it within a reasonable 
period of time. 

There is another part of the standardization program which is very 
important in regard to the procurement of highly complex equipment ; 
equipment for which we will never be able to develop in advance de- 

tailed specifications, and which, incidentally, we will never be able 
to procure by advertising. 

Aircraft, engines, electronic equipment, and other highly technical 
items must necessarily be procured against performance specifications. 
These specifications must be drawn to supply as much detail as possible 
while still relying to a great extent upon the producers know-how and 
ability. Under our standardization program we are preparing docu- 
ments called standards that establish engineering and technical limita- 
tions and applications for items, materials, processes, methods, ms 
engineering practices. These standards can be extremely useful : 
portions ofa performance specification. For example, standards eal 
with a performance specification for procuring a complex electronic 
item might embrace such things as transistors, tubes. cable assemblies, 
switches, panels, ete. Such items would be interchangeable through- 
out the military departments. 

While these standards, even with good performance specifications, 
will go a long way toward eliminating many of the difficulties criti- 
cized, they will not eliminate the nec essity for engineering change 
proposals. These changes are a normal process in the manufacture of 
any complex weapon system, and, as such, are not only necessary but 
desirable. For the most part, they reflect the logical advances in the 
state of the art which are absolutely vital to a dynamic program. 

In areas where we have neither a detailed specification nor a per- 
formance specification, we generally buy against a purchase descrip- 
tion. In many eases, in which we are buying readily available com- 
mercial type equipment we will continue to buy against purchase 
descriptions, and our effort will be primarily aimed at improving the 
documents and assuring that they are not so written as to restrict pro- 
curement to any one manufacturer’s product. In cases in which 
purchase descriptions should be replaced by specifications we feel we 
are making good progress. During fiscal year 1957, for example, we 
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expect to replace approximately 2,000 such documents with specifica- 
tions. 

Far from being complacent about the specification situation, the 
Department of Defense has recognized the shortcomings in this area 
and has undertaken an extensive, and we hope, farsighted program to 
meet the problem. The Air Force is vigorously participating in this 
program. 


ESTABLISHMENT AND POLICING OF DELIVERY SCHEDULES 
CRITICISM 


In reviewing contract files, the committee staff has noted instances 
of the establishment of unrealistic delivery schedules in contracts. It 
points to unrealistic delivery schedules being accepted from con- 
tractors for complex military equipment, followed by the successive 
ame ‘ndment of delivery schedules to extend deliver y dates by as much 
as 2, 3, or 4 years. The committee staff also has indicated that it 
observed evidence of a lack of any intensive effort to enforce contract 
delivery requirements even where award may have been made on the 
basis of a contractor’s ability to meet a required delivery schedule. 


COMMENT 


In the initial computation of delivery requirements for primary 
weapons systems of the Air Force, it is frequently necessary to go 
into production before the development cycle is completed in order 
to keep ahead in the race for technological superiority. In each case, 
the Air Force carefully weighs the decision and determines that the 
development of the weapon has progressed to a degree that justifies 
taking the calculated risk involved. The delivery schedule estab- 
lished is based on the best information available to the Government 
and the contractor. In such instances, however, slippages in the 
delivery schedule are inevitable, due to such factors as development, 
engineering, and production difficulties which may lead to the need 
for engineering changes. On the other hand, establishment of tight 
delivery schedules is advantageous in that it tends to keep a contractor 
on his toes. 

Even for less complex items, the Air Force must be assured that the 
contractor who is to perform the work can meet the delivery schedules. 
Invitations for bids and requests for proposals set forth a desired or 
a required delivery schedule, as applicable. Following submission 
of bids or proposals, one of the key elements of the ensuing facility 
capability report is to determine whether or not the proposed con- 
tractor can meet the delivery schedule indicated in his bid or proposal. 
Under this procedure, a careful review of a contractor’s backlog and 
anticipated business is made. The previous record of deliveries on 
schedule is thoroughly reviewed. If it is determined that the bidder 

cannot meet the delivery schedule specified, the FCR may, and fre- 
quently does, propose a different delivery schedule which it is believed 
the firm can meet. If from the requirements viewpoint this revised 
schedule is acceptable, then the contract may, in appropriate cases, 
be drafted to reflect the new schedule. 
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The Air Force does not consider enforcement of delivery schedules 
to be a matter of relative unimportance. While a review of contract 
files covering major weapons systems may reveal considerable slip- 
pages for the reasons set forth above, this condition cannot be con- 
sidered as generally prevalent. Further, the Air Materiel Command 
has currently in effect a competitive rating system for its various air 
materiel areas under which AMA’s are penalized for delinquent con- 
tracts under their administration. 

The Air Force does not believe that use of liquidated damages 
provisions affords a real solution to the problem of enforcing delivery 
schedules, although in some situations they are admittedly useful. 
Unfortunately, these provisions present. many legal and administra- 
tive problems which often exceed their usefulness. It appears sounder 
to put more effort into the original preparation of the deliveries re 
quirement and the examination of its reasonableness during the facility 

capability survey than to rely too much on liquidated-damages 
penethaenaed 


WEAKNESSES IN COST ANALYSIS AND COST ESTIMATING 
CRITICISM 


The committee staff criticizes the services for their inability to 
evaluate contractor’s proposals submitted in cost-plus-fixed fee, fixed- 
price incentive, and redeterminable-type contracts as indicating a 
weakness in cost analysis. The staff further cites as the best evidence 
of such weakness the accumulation of contractors’ reserves in antici- 


pation of refunds to the Government under redeterminable and 
incentive-type contracts. 


COMMENT 


(a) The Governme nt’s inability to evaluate contractors proposals 


The problem of proper contracting and pricing techniques has been 
of major, continuing importance. Full recognition was given to this 
by the Air Force in the development of a detailed treatment of sue h 
techniques in part 7, section III, of the Air Force procurement 
instruction. This represents a vast improvement over practices in 
use a few years ago and, when properly applied, will reveal the 
soundness of a contractor's estimate, thereby enabling the selectien of 
the type of contract which is most advantageous to the Government 
and contractor alike. In this connection it should be noted that the 
general excellence of the referenced procurement instruction is rec 
ognized by virtue of the fact that it is being used as the pattern upon 
which appropriate coverage is being developed in the Armed Services 
Procurement Regulation to be applicable to all of the military de- 
partments. The cited procurement instruction makes available to 
our buying and cost analyzing personnel a full discussion of the 
interrelationship of the selection of type of contract and pricing; the 
objectives, necessity, and techniques of price and cost analysis, and 
pricing concepts and profit considerations. We recognize, however, 
that only through thorough indoctrination and understanding of the 
foregoing principles, at all levels of procurement, will we reap their 
full benefits. Accordingly, the Air Force has had a training program 
in effect for some time to improve the procurement skills of its 
personnel. 
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In our opinion the staff’s conclusion that we are helpless in the 
area of evaluating contractor’s cost estimates is not in accord with 
our Own experience in the large majority of the types of contracts 
under consideration. There is no blind acceptance of contractor’s esti- 
mates. Rather, there is a careful evaluation of such estimates, through 
application of the principles mentioned above, and wherever neces- 
sary, the assistance of audit personnel. Fundamentally, however, the 
negotiation of price is an art, not a science. It requires the exercise of 
sound business judgment in analyzing, estimating, and evaluating the 
multiplicity of factors, in themselves incapable of precise measure- 
ment, which go into the determination of the price to be paid. 

Where we are confronted, of necessity, with indefinite specifications, 
without any history of comparative or experienced costs, and with an 
inability to estimate costs with a reasonable degree of certainty with- 
out including significant amounts for contingencies, a cost reimburse- 
ment type contract will generally be used. We thereby avoid the in- 
clusion of contingencies; the contractor is reimbursed his actual, 
allowable costs in accordance with established cost principles, and the 
initially negotiated fee remains fixed, notwithstanding actual costs 
may exceed originally estimated costs. 

Where an incentive or redeterminable type contract is appropriate 
for use, contingencies which may be included in the contractor’s esti- 
mates are given careful consideration. If, for example, amounts are 
included in anticipation of an increased number of labor hours or 
quantity of material to be used, the application of the learner’s curve, 
as one of the price analysis techniques referred to above, and an exami- 
nation of the contractor’s bill of materials, enable our procurement 


personnel to detect and evaluate such contingencies. Similarly, for 
example, when production volume does not fluctuate sharply, over- 
head rates can usually be predicted with good success. 


(6) The accumulation of contractors’ reserves in redeterminable and 
encentive-ty pe contracts 

It. is essential to note that the bulk of contractors’ reserves, as well 
as large refunds, stem from contracts placed during the Korean emer- 
gency buying period. Contractors necessarily hedged against possible 
sharp rises in labor and material costs. The pricing picture was 
further complicated by the required accelerated transition from air- 
craft powered by reciprocating engines to jet-propelled airplanes, and 
from manually operated to electronically controlled fire control, navi- 
gation, and other systems. The rapid advancement in the “state of 
the art” generated many engineering changes which, in turn, required 
the pricing of new, complex weapons and weapons systems as to which 
there was little, if any, meaningful cost data available to our negotia- 
tors. 

When viewed in the foregoing perspective, the accumulation of con- 
tractor’s reserves cannot be attributable to weak cost analysis on the 
part of the Air Force. The pricing of new, complex weapons, and the 
thousands of individual items of spares for those systems, together 
with constant engineering changes, under the circumstances described 
above, involved a considerable risk on the part of both the Govern- 
ment and the contractor. A large portion of the total reserves con- 
tractors were holding approximately a year ago accumulated because 
efficient producers achieved production economies during perform- 
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ance which, at the time of initial negotiations, they would not agree 
were possible. Similarly, costs on incentive-type contracts were driven 
down at a faster rate than either party originally contemplated. We 
do admit. however, that such reserves reac ched unreasonable propor- 

tions before the Air Force took steps to reduce them. In early 1955, 
administrative procedures were developed to provide (i) for periodic 
review by contract administration personnel; (ii) for interim adjust- 
ment of tentative prices to prevent future accumulations; and (ili) 
for obtaining voluntary refunds pending formal redetermination of 
prices. Between July 1, 1955, and January 31, 1956, intensive Air 
Force efforts resulted in the reduction of reserves by approximately 
$148.6 million. As of January 31, 1956, the reserves outstanding 
amounted to $75.9 million. We expect to reduce this amount by ap- 
proximately $20 million during the next month. 

We are fully aware, too, that a contributing cause of the accumula- 
tion of such reserves is the administrative delay in processing con- 
tractual] instruments which definitize price redetermination agree- 
ments. Determined efforts are currently underway to develop proce- 
dures which are calculated to materially reduce administrative lead 
time, resulting in faster time for payment, and consequential reduc- 
tion in contractor reserves. 


INACCURACY OF REQUIREMENTS DETERMINATIONS 
CRITICISM 


The committee staff alleges that (a) requirements determinations 


are inaccurate because formulas are inadequate and incomplete, (/) 
data used are poor and factors such as flying hours are not applicable 
as used. (¢) requirements are adjusted by personnel having “class 
knowledge.” and (d) different requirements computation procedures 
are used for budgetary purposes and for procurement purposes. 


COMMENTS 


The determination of requirements for such items as aircraft spares 
and spare parts is a highly complicated task. Formulas vary, appro- 
priately, in different classes of stock. It is emphasized, however, that 
there exist no formulas which can be used to estimate exactly variable 
events. The best formulas which you could possibly select would still 
provide only an estimate of future events. Gener: ally, the Air Force 
formula for computing requirements involves the relating of past expe- 
rience to the future projection of some activity which is known to 
generate requirements for specific-type items. 

The basic problem lies in determining the best measure of past expe- 
rience and selecting the program activity with which the experience is 
most. closely correlated. The Air Force has determined, in the case 
of aircraft spares and spare parts, that item issue or removal data rep- 
resent the best basis for estimating future requirements. In the case 
of spare engines, past experience 1s measured in terms of engine life, 
or the hours achieved between major overhauls. Past experience of 
this type provides the basis for making actuarial predictions of the 
engine life to be attained at specific points in time. These time-phased 
life expectancies, compared with programed flying hours, provide the 
basis for estimating future spare-engine requirements. 
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For other types of aircraft spares, past experience is measured in 
terms of the number of items issued over a specific time period. Net 
rather than gross issues are used for this purpose. In developing net 
issue data, gross issues are reduced by the number of items which were 
returned to stock (turn-ins by mi Linten: ince personnel, etc.) over the 

same time period. The net issue experience, expressed in terms of 

‘issues per flying hour,” together with appropriate wear-out percent- 
ages, are applied to programed flying hours to obtain an estimate of 
future spares requirements. This gross estimate is then reduced by 
total on-hand and on-order assets to determine the net procurement re- 
quirement for inclusion in a specified buying program or budget esti- 
mate. In this connection, the Air Force believes that net issue data 
reflect true consumption experience more accurately than demand data, 
assuming that both types of data were readily available. Sometimes 
an item in critical supply will be demanded more than once to meet 
the same need while it can be issued to meet the need only once. There- 
fore, it would be much more difficult to obtain accurate net demand 
data than it is to obtain the net issue data which are now used. 

The investigators refer to “one organization’s studies which indi- 
cated that there was no direct proportion between the dollar value 
of demand and the flying activity of aircraft as expressed by flying 
hours or number of flights.” It is presumed that reference is made 
to a Rand study re: B-47 spares requirements based on the limited 
experience data then available. It should be noted that the Rand 
study also failed to find any criteria with which B-47 spares require- 
ments were significantly correlated. 

Based on past experience on many different models of aircraft, the 
Air Force has found that aircraft flying hours and/or landings rep- 
resent the best criteria for estimating requirements for airframe, 
accessory, Instrument and similar-type spares. Engine flying hours 
and projected overhauls are used to estimate requirements for engine 
spare parts; and estimated requirements for complete spare engines 
are hased on engine flying hours, engine life expectancy and pipeline 
times. 

A study conducted by Headquarters USAF which was published 
July 1, 1955, reveals that jet engine spare parts requirements are 
highly correlated with several variables: engine flying hours; number 
of engine overhauls and dollar value of the engine inventory. All of 
these variables are now used to estimate initial and/or follow-on spare 
parts requirements for jet engines. 

Further. at the request of Headquarters USAF (October 1955) Air 
Materiel Command is now planning a series of studies to determine 
the best criteria for use in estimating requirements for different types 
of aircraft spares: airframe, engine, accessory, instrument, arma- 
ment, ete. The results of these studies will be evaluated and necessary 
revisions, if any, will be made in our computational procedures. 

The practice of requirements adjustment by personnel having “class 
knowledge” is inherent in the Air Force procurement proc ‘edure, par- 
ticularly with respect to high-cost items. There are many conditions 
which may obtain that would affect the requirements as determined 
under the standard prescribed process of computation. In the final 
analysis, it must be up to the individual responsible for the procure- 
ment of the item to apply his knowledge of the item and any par- 
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ticular circumstances existing at that time which would, in his judg 
ment, warrant changing the procurement either upwards or down 
wards. Such exceptions are, of course, reviewed and approved at a 
responsible echelon. 

It is true that different requirements computation procedures are 
used for budgetary purposes as contrasted with procedures used for 
procurement purposes, and the Air Force feels that it should even 
further simplify its budgetary computations inasmuch as they are 
at best long-range estimates of future procurement requirements. In 
sofar as actual procurement is concerned, the Air Force follows 
normal provisioning procedures for initial spares and spare parts: 
follow-on support requirements are computed at depot level. It 
would serve no useful purpose to follow the latter procedure in deter 
mining budget estimates inasmuch as a tremendous expenditure of 
man-hours would be required to accomplish computations in this 
manner and the requirements would have to be recomputed again at 
the time of procurement. 








INDEX 


Air Foree: Page 
Comment of _— 365 
Under Secretary, statement of__________ a ae 367 

Army : 

Assistant Secretary (Logistics), statement of____. / ee 199 
Contracts, index of__........ : 2 — 250 
Pact snects, index of...........-.. casas wii 222 
Ordnance appropriations____________ 204 
Position statements, index of..._.___.._.__________-__- ee 209 
Procurement opugecoes. sige of... -. ee. : 205 
Sikes, Hon. R. F. L., questions submitted by__.-..--.-..-__---- ‘ 247 
Size of the 203 
Assistant Secretary of Defense (Supply and Logistics), statement of___- 99 


© 
Congressional requests for information__ 

E 
Expenditures, Department of Defense, level of 


I 


-s 


Information, availability and restriction on release of__- 11, 99, 2, 153 

Air Force etait Giles basin 3, 369 

sae 2, 206 

I etter from Secretary of De fense 1 regarding__.- SG bMa 112 

Navy , : . 287 
MOTs iie necice 


Navy. Comment. of__- 

Negotiated contracts: 
Air Force, use of__..__-~-- sete ai - ae 14, 37 
Armed Forces Proc urement Regulation, implementation i. 14, 
Determine target unit coste...__................... i 
Inadequate price negotiations (See also This subject, under sum- 

maries of Selected Contracts) ___ aa 

Navy COntracts..........=-. ji ; ; 
Negotiated bids__--- capers Be al ag 
Sikes, Hon. R. F. L., questions submitted to. Army by 
Procedure for cea alae Sa 
Ratio of procurement through______- ere 


P 


Procurement processes and procedures_____-.--- stat 14 
Armed services procurement regulation, implementation of_ 19, 99, 115 
Air Force____- me , 115, 377, 388 

19, 115, 210, 222 

19, 115, 287, 301 

: 19 

Civilian personnel, training: of..................... 131 


(T) 





II 


Negotiated contracts—Continued Page 
£ 


Contract administration (see also this subject under summaries of 
perecean coniracts) ................. <KuRdGinmbatess ahem anauae ban 30, 117 
Cost analysis, weakness in . 31 
Air Force bees 393 
Army wes Bet ; 230 
Navy ‘ 318 
Report 31 
General... , 30 
Policing de livery se hedules Scere hertrtieas dain cnkeeeenaaea 35, 148 
Bir Peres. 392 
215, 232, 236, 239, 241 
eek. 323 
Report 7 35 
Production funds, misuse of (see also this subject under sum- 
maries of selected contracts) —__- ees 35, 122, 12: 
Air Force___ : 5 fod }, 123, 375, 382 
Army bs : ; 36, 215, 233 
24, 341 
at ry 7 aka: 35 
Rotation of officer personnel 30, 287, 180 
Army-__- 230 
CCl, — 317 
Report —__- 30 
Shifting of func tions from military to civilian 119 
21 
Cost otulmation in phasing out multiple sources of supply 29 
Ale TPorce......... " , 081 
Army —... : 213 
Definitive specifications, failure to develop 24, 108, 122 
Air Force 122, 375, 390 
Army 212, 227, 246 
Oo — ; pte . 292, 295, 308 
Report... 24 
Incentive fixed-price contracts, use of 26, 134, 147 
IN i ag tesa elastase Rains Se a scpie ai a Nias es ig ete acne ae 147, 378 
147, 213, 228 
Nav} 27, 147, 289, 311 
Report —- 26 
Introduction 21 
Letters of intent, 147 
Air Force §, O16 
Army-_- ; 7 3, 229 
>) —— , 292, 314 
Report ee 28 
Negotiated contracts, use of: 
I a ne el ee ee 14, 330, 372 
Navy_ pete : 287, 299 
, 102 
22 
; Be 226 
Navy : i 305 
; 22 
Price redetermination clauses, us ; 145 
Army 147 
a eee ; oe oi 89, 309 
Army... 
Report 
Report ; 
Type and price of contrac ts, final determination of 
Unsatisfactory working conditions 
Air Force 
Army 
Navy 
Report 





Negotiated contracts—Continued Page 
Decentralization of procurement authority______.______~ . 20, 121, 139 
Air Force , aig, 240 
Army: ..... ‘ , 140, 211, 223 
Navy Seecetemee th 
a 7 20 
General sate wibiticsedaie 14 
Improvements in__-_ ..._. 10, 116, 185 
Responsibility for : 174 
Reviews, controls, and audits__ eaikal 40 
SNIP AU a ila cial aa, - 42 
Air Force 2, 380 
Army a | 234, 235 
Contractor’s proposal 146 
feat olka gi aig ole ee it cao <9 Oh eeeeenenen ent . 2, 296, 328 
I ele ae , 3 139 

Audit liaison with procurement personnel; need for____ aie 
Pe a cle ce es a _ 45, 380 
ia 26 
Report ; a 40 
Reviews and controls_____._______-- Saseacial +1 
Air Force_____- fase as $1 
| res = =f befeiaaaa 2, 216 
ll scigs ; ; jel iat 2, 327 
RI oe eniccurnnmemigenc oe Penh ated és ve 1) 
Royalties and license fees_______-- aces ‘ ores , oT7 


Refunds by contractors- 
I ss scr nccican is ek vat Z 
Report of surveys and investigations staff_......-_______ 

Action taken on__- 

Army comment on 

Directive 

Index to contents of 

Seope of study 

Summary of findings__- 
Royalties and license fees 


SAGE and DEW line programs___-___~ ne eee aaa 181 
Section 1311, certification of obligations under______ ee Sere 170 
69 


curement processes and procedures ) as 150 
Bulova Watch Co__ bi See . 0%, 232 
Committee report —- Scasetecede = 93 
Gienn 5. Martin Co__......... oe _.... 98, 354 

Inadequate price negotiations (see also Negotiated contracts, this 

MECH) ocsaccu.< ; 70 
Federal Telephone & Radio Corp , 261 
General Motors Corp. (Fisher Body division ) - Be lan oe , 251 
Hazeltine Corp__-__-_- Sscsertints aise. tie ee 
ae se = 70 
Western Electric Co., Inc___- 3, 75, 76, 258, 259, 264, 266, 269 
Zenith Radio Corp___--- - chs ee 2. T Be 





IV 


Selected contracts, summaries of—Continued 
Production funds, misuse of (see also this subject under Procurement 
processes and procedures) 

Chance Vought Aircraft, Inc 
Collins Radio Co : 89, 276 
Convair - pmaeiaoen , 042 
Douglas Aircraft Co., : 344 
Federal Telephone & Radio Corp 276 
General Motors Corp. (Allison division) 5 
Grumman Aircraft Engineering Corp 2, 341 
Kleinschmidt Laboratories, Inc___________-----_--__- Al eee se 90, 276 
McDonnell Aircraft Corp 
Report 
Westinghouse Electric ‘Corp 

Sole source procurement, disadvantages of 

Unrealistic and costly delivery requirements_______---______-- 78, 128, 
Air Force 


Reo Motors, Ine__ 
Report ___- 
Western Union Telegraph Co 
Spares and spare parts______------ Seem 
General supply system 
Aly Borce...._—- 
Ree acai 
ee ncn es 
Introduction ; ‘ 
Procurement prac Ks rs occ che ee cinepeeiete a 
a... ae 220, 236, 239, 241 
ns ION RO nn areca cass meen creat tase eran ieee tie eae eee 59 
Air Force ; _ 60, 162 
Army : 162 
59 
33: 
58 


~tnaclong : 
Requirements, deter mination of_____-__-- 
Air Force 


Report 
Weaknesses in spare parts support, examples of 

Aircraft not fully equipped 
Aircraft out of commission for lack of spare parts_.__.-------~- 
Air Force inventories, errors in 67, 108, 111, 
Air Force recording of Army assets_ 
Chateauroux, France: 

Chaotic records at 

Loss of material at 
Navy 
Navy inventories, errors in 67, 108, 109, 298, ¢ 
a ee ie i enraie iaae eee », 163, : 
Off loaded material 
Report 
Tear Peeve? TACO Hl... won ee ea cnsusecnee 65, 
Work stoppages on aircraft 





